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By FREDERICK SCHWERTNER * 
GS ‘proved 280 of the Revenue Act of 1926, ap- 


Congress in order to provide a simple and con- 
venient method of collecting taxes from transferees 
of corporate and individual assets where a transfer cision. 
of the assets made it impossible 
for the Government to enforce col- 
lection against the original taxpay- 
ers. Prior to the enactment of 
Section 280, the remedy available 
to the Government was a suit 
against the transferees to charge 
the assets with a trust to the extent 
of the taxes due, but this method 
from an administrative standpoint 
proved unsatisfactory. 

The constitutionality of Section 
280 and the measure of liability of 
transferees are subjects of much 
litigation both before the Board of 
Tax Appeals and the Federal 
courts. The Board has uniformly 
held that a petitioner invoking the 
aid of Section 280 conferring juris- 
diction on the Board by appealing 
thereunder cannot attack its consti- 
tutionality. (Henry Cappellini et al., 
14 BTA 1269.) While the lower 
courts are divided as to the con- 
stitutionality of Section 280, the 
Circuit Court of Appeals for the 
Sixth Circuit on November 13, FREDERICK SCHWERTNER 
1929, held in the case of Rout- 





























on March 17, 1930 refused to review this decision by 








of certiorari by the Supreme Court is not equivalent 
to an affirmative decision of that Court, but it is 
nevertheless a negative action which is entitled to 
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great weight, as the Supreme Court does not in- 
proved February 26, 1926, was adopted by dulge in idle gestures. 


In my judgment the Su- 


preme Court will in the course of time sustain the 
constitutionality of Section 280 by an affirmative de- 


As to the measure of liability of 
transferees, the Board has_ uni- 
formly held that transferees are 
severally liable to the full extent 
of the cash or value of the assets 
received, and that the Commission- 
er of Internal Revenue is not re- 
quired to pro rate the tax liability 
among the different transferees in 
the same proportion as the cash or 
value of the assets received by each 
bears to the total distribution of the 
assets. (Grand Rapids National 
Bank et al., 15 BTA 1166.) In 
Annie G. Pillips et al., v. Commis- 
sioner, 42 F. (2d) 177, involving an 
appeal from a decision of the 
Board appearing in 15 BTA 1218, 
decided by the Circuit Court of 
Appeals for the Second Circuit on 
June 9, 1930, the constitutionality 
of Section 280 was upheld and fur- 
ther that a transferee’s liability is 
not limited to his pro rata share of 
the assets of a corporation, but ex- 
tends to the full value of the assets 
received. In that case, the taxpayer 
filed a petition for a writ of certi- 


sahn v. Tyroler, 36 F. (2d) 208, that Section orari with the Supreme Court on September 13, 1930, 
280 was constitutional, and the Supreme Court and the same was granted on October 20, 1930. 


denying a writ of certiorari. The denial of a writ Commissioner has Burden of Proving Transferee 


Liability 


In all cases before the Board in which the Com- 
missioner has asserted tax liability against trans- 
oe ferees, the burden of proof is on the Commissioner 
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to show that the petitioner is liable as a transferee 
of property of a taxpayer, but not to show that the 
taxpayer was liable for the tax. (Sec. 602, Revenue 
Act of 1928, amending the 1924 Act.) The Com- 
missioner is required to show that by reason of a 
transfer of assets the original taxpayer is unable to 
fully discharge the tax liability asserted, and further 
that the petitioner received cash or other property 
at least equal in value to the amount of tax liability 
asserted against him. The Commissioner is not re- 
quired to prove by evidence the validity of the tax 
determined to be owing by the taxpayer. When 
the Commissioner mails a notice to a transferee pur- 
suant to Section 280, the amount of the tax liability 
asserted carries with it a presumption of correctness. 
As the liability of a transferee can be no greater 
than that of the original taxpayer, the transferee 
should either accept as correct the amount deter- 
mined by the Commissioner to be due, or be pre- 
pared to prove that the amount asserted by the 
Commissioner is excessive. In Jahncke Service, Inc., 
Docket No. 41685, decided by the Board on Sep- 
tember 16, 1930, it was held that in a transferee 
proceeding the tax liability as determined by the 
Board in a proceeding instituted by the transferor 
was binding upon the transferee. 


The Law 
Section 280 of the Revenue Act of 1926, approved 
February 26, 1926, as amended by Section 505 of 
the 1928 Act, provides as follows: 
Sec. 280 (a) The amounts of the following liabilities 
shall, except as hereinafter in this section provided, be 


assessed, collected, and paid in the same manner and sub- 
ject to the same provisions and limitations as im the case 
of a deficiency in a tax imposed by this title (including the 
provisions in case of delinquency in payment after notice 
and demand, the provisions authorizing distraint and pro- 
ceedings in court for collection, and the provisions prohibit- 
ing claims and suits for refunds): 


(1) The liability, at law or in equity, of a transferee of 
property of a taxpayer, in respect of the tax (including 
interest, additional amounts, and additions to the tax pro- 
vided by law) imposed upon the taxpayer by this title or 
by any prior income, excess-profits, or war-profits tax act. 

(2) The liability of a fiduciary under section 3467 of the 
revised statutes in respect of the payment of any such tax 
from the estate of the taxpayer. Any such liability may 
be either as to the amount of tax shown on the return 
or as to any deficiency in tax. 


(b) The period of limitation for assessment of any such 
liability of a transferee or fiduciary shall be as follows: 

(1) Within one year after the expiration of the period of 
limitation for assessment against the taxpayer; or 

(2) If the period of limitation for assessment against the 
taxpayer expired before the enactment of this Act but assess- 
ment against the taxpayer was made within such period,—then 
within six years after the making of such assessment against 
the taxpayer, but in no case later than one year after the 
enactment of this Act. 

(3) If a court proceeding against the taxpayer for the 
collection of the tax has been begun within either of the 
above periods—then within one year after return of exe- 
cution in such proceeding. 

(c) For the purposes of this section, if the taxpayer is 
deceased, or in the case of a corporation, has terminated 
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its existence, the period of limitation for assessment against 
the taxpayer shall be the period that would be in effect 
had the death or termination of existence not occurred. 

(d) The running of the statute of limitations upon the 
assessment of the liability of a transferee or fiduciary shall, 
after the mailing of the notice under subdivision (a) of 
Section 274 to the transferee or fiduciary, be suspended for 
the period during which the Commissioner is prohibited 
from making the assessment in respect of the liability of 
the transferee or fiduciary (and in any event, if a proceed- 
ing in respect of the liability is placed on the docket of the 
Board, until the decision of the Board becomes final), and 
for 60 days thereafter. 

(e) This section shall not apply to any suit or other 
proceeding for the enforcement of the liability of a trans- 
feree or fiduciary pending at the time of the enactment 
of this Act. 

(f) As used in this section, the term “transferee” in- 
cludes heir, legatee, devisee, and distributee. 

The above provisions apply to taxes for 1927 and 
prior years. Section 311 of the 1928 Act, reenact- 
ing Section 280 with some changes, applies to 1928 
and subsequent years. 


Petitioner has Burden of Proving that Assessment 
Is Barred 

The provisions of law limiting the Government’s 
time for assessment and collection of Federal in- 
come taxes were adopted by Congress with a view 
to putting an end to stale demands and promoting 
certainty in business. Such provisions are entitled 
to a liberal construction in favor of the taxpayer, 
since they were designed for his benefit and pro- 
tection. (U.S. v. Updike, 281 U. S. 489.) 

When the Commissioner asserts a tax liability 
against a transferee pursuant to Section 280, it is 
of first and paramount importance to determine 
whether or not assessment or collection of the same 
is barred. If a transferee ascertains that the notice 
to him authorizing an appeal to the Board was 
mailed after the period for assessment or collection 
had expired, this contention should be pleaded in 
his petition before the Board, and the facts in sup- 
port thereof should be set forth, otherwise the Board 
will not pass upon this issue. (Theodore Stanfield 
et al., 8 BTA 787, at p. 821.) The Board has uniformly 
held that the burden of proving that the assessment 
or collection of a tax is barred is on the petitioner. 
(Edward M. Lawrence, 3 BTA 40.) 

The Board has held that if a petitioner makes out 
a prima facie case showing that the assessment or 
collection of a tax is barred, it is incumbent on the 
Commissioner to prove an exception to the regular 
period. (Farmers Feed Co., 10 BTA 1069.) It has 
also held that if the Commissioner relies upon a 
waiver to show that the period for assessment or 
collection was extended, the burden is on the Com- 
missioner to prove its validity. (White Eagle Oil 
& Refining Co., 19 BTA 185; J. A: Kemp, Docket No. 
43981, decided by the Board on September 17, 1930.) 
The Board has held in a number of cases that cer- 
tain waivers were invalid for the purpose of extend- 
ing the statutory period for assessment or collection 
for various reasons. A waiver signed by a trans- 
feree corporation does not serve to extend the pe- 
riod of limitations for assessment against the origi- 
nal taxpayer. (Carnation Milk Products Co., 15 
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BTA 556; Barron-Anderson Co., 17 BTA 686.) Ifa 
corporation is no longer in existence and the person 
who signed the waiver lacked authority, it is invalid. 
(National Bank of Commerce et al., 19 BTA 1080; 
White Eagle Oil & Refining Co., supra.) 

If a transferee is in a position to prove that no 
exception to the regular period for assessment or 
collection exists, in my judgment it is the part of 
wisdom for him to do so. 


Section 280 (b) (1) Applies to Cases Where As- 
sessment Against Taxpayer was not 
Barred on February 26, 1926 
The provisions of Section 280 authorizing assess- 
ment of tax liability against a transferee are limited 
and qualified in their application by Section 278 (e) 
of the Revenue Act of 1926, which prohibits the as- 
sessment or collection of a tax if the same was 
barred at the time of the enactment of the 1926 Act. 
In every case, therefore, where the Commissioner 
has asserted transferee liability it is important to 
determine whether or not assessment or collection 
of the tax was barred on February 26, 1926. If it 

was, there is no transferee liability. 

Section 280 (b) (1) provides a period of one year 
for assessment against a transferee after-the expira- 
tion of the period of limitation for assessment 
against the original taxpayer. This applies to cases 
where assessment of the tax against the original 
taxpayer was not barred on February 26, 1926, ir- 
respective of whether or not the assessment was ac- 
tually levied. 

The mailing of a notice to a transferee pursuant 
to Section 274 (a) of the 1926 Act suspends the 
operation of the statute of limitations, and if the 
Commissioner issues such a notice within one year 
after the expiration of the period of limitation for 
assessment against the original taxpayer, the notice 
is timely under Section 280 (b) (1) provided assess- 
ment was not barred on February 26, 1926. 

While it would unduly lengthen this article if I 
referred to all the facts that enter into the determi- 
nation of whether the assessment of a tax against a 
taxpayer was barred at the time of the enactment 
of the 1926 Act, there are certain provisions of law 
and well defined rules that should be borne in mind. 

If the taxpayer and the Commissioner executed 
a waiver extending the period for assessment, the 
period of limitation for assessment against the tax- 
payer includes such extended period. (Loewer 
Realty Co. v. Anderson, 31 F. (2d) 268; A. Cellers et 
al., 16 BTA 411; W. O. Menger et al., 17 BTA 998.) 

Unless extended by waiver, the period of limitation 
for assessment against the original taxpayer as to 
the years 1917, 1918, 1919 and 1920 is five years 
from the time the return was filed, 1921, 1922, 1923 
and 1924 four years, and 1925, 1926 and 1927 three 
years. 

The period of limitation for making an assessment 
commences to run when the complete return re- 
quired by the revenue act is filed. A tentative re- 
turn which does not furnish the items of income 
and deduction does not start the statute to run. 
(Florsheim Bros. Drygoods Co. v. U. S., 280 U. S. 
453.) The filing of an amended return which is 
not required by the revenue act does not extend the 
statutory period for making an assessment. (Mabel 
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Elevator Co.,2 BTA 517; U. S. v. Mabel Elevator Co., 
17 F. (2d) 109.) A return which is not sworn to 
does not start the statute to run. (Lucas v. Pilliod 
Lumber Co., 281 U. S. 245.) The limitation period 
does not commence to run where a false or fraud- 
ulent return with intent to evade tax was filed, or 
where the taxpayer failed to file a return required 
by the Revenue Act. In U. S. v. Updike, 281 U. S. 
489, the Supreme Court held that where a corpora- 
tion failed to file a required return for the period 
ended June 30, 1917, but the Commissioner levied 
an assessment in January, 1920, the period for col- 
lection under Section 278 (d) of the 1926 Act was 
six years from the date of the assessment. 


It may be stated as a general rule that if a tax- 
payer filed returns for 1917, 1918 or 1919 in due 
time, and the period for assessment was not ex- 
tended by waiver, the five year limitation period for 
assessment expired prior to the passage of the 1926 
Act. If a return for 1920 was filed on March 15, 
1921, the five year limitation period for assessment 
did not expire until March 15, 1926, or subsequent to 
the enactment of the 1926 Act. The test as to the 
applicability of Section 280 (1) is whether an assess- 
ment against a taxpayer was barred prior to 
February 26, 1926. It applies to cases where as- 
sessments were levied prior to February 26, 1926, 
provided the tax was not barred from assessment 
on that date. The period of one year mentioned in 
Section 280 (b) (1) is to be computed as if no as- 
sessment had been made against the taxpayer. For 
example, if the taxpayer filed a return for 1920 on 
March 15, 1921, and the Commissioner levied an as- 
sessment on January 1, 1926, the Commissioner nev- 
ertheless had one year after March 15, 1926 in which 
to assert tax liability against a transferee. (Louis 
Costanzo et al., 16 BTA 1294; Phil Gleichman, 17 
BTA 147; Barron-Anderson Co., 17 BTA 686; Mor- 
rite Hilder et al., 17 BTA 1189; Lang Body Co., 17 
BTA 245; Angier Corporation, 17 BTA 1376; G. C. 
Barkley et al., 19 BTA 855; National Bank of Com- 
merce et al., 19 BTA 1080; Charles Havard, 19 BTA 
1270; Kathleen O’Brien et al., 20 BTA 167; Gideon- 
Anderson Co., 20 BTA 106). 


To illustrate, in G. C. Barkley et al., supra, the 
taxpayer filed returns for the years 1918, 1919 and 
1920 on June 15, 1919, May 15, 1920 and March 15, 
1921, respectively. The deficiency notice was 
mailed to the transferees on August 30, 1926. The 
statutory period of five years for assessment and 
collection of taxes for the years 1918 and 1919 ex- 
pired on June 15, 1924 and May 15, 1925, respective- 
ly, prior to the passage of the 1926 Act, and as to 
these years the Board held that assessment against 
the transferees was barred. As to the year 1920 the 
five year period for assessment expired on March 15, 
1926, subsequent to the enactment of the 1926 Act, 
and as the deficiency notice was mailed to the trans- 
ferees within one year after the expiration of the lim- 
itation period for assessment against the taxpayer, 
it was held timely as to this year. In Angier Cor- 
poration, supra, the taxpayer filed its return for 1920 
on March 15, 1921. On March 8, 1926, the Com- 
missioner levied a jeopardy assessment against the 
taxpayer. The Commissioner mailed a deficiency 
notice to the transferee on January 19, 1927, within 
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one year after the expiration of the limitation period 
for assessment against the taxpayer, and therefore 
it was held to be timely. 

An assessment against a transferee is barred if a 
taxpayer entered into a closing agreement with the 
Commissioner making the tax liability for a certain 
year final and conclusive. 

It is also important in connection with transferee 
cases to determine the applicability of Section 274 
(f) of the 1926 Act, which in substance provides that 


if after the enactment of that Act the Commissioner ’ 


has mailed a notice of deficiency in tax to a tax- 
payer, and the taxpayer files a petition with the 
Board in due time, the Commissioner shall have no 
right to determine any additional deficiency in re- 
spect of the same taxable year. In my judgment, 
the term “taxpayer,” as used in this section also in- 
cludes a transferee, and precludes the determination 
of any additional deficiency against a transferee for a 
year as to which the Commissioner previously de- 
termined a deficiency and the taxpayer filed a pe- 
tition with the Board in due time. 


Section 280 (b) (2) Applies to Cases Where As- 
sessment Against Taxpayer Was Barred on 
February 26, 1926, but Assessment Was 
Made in Due Time 


Section 280 (b) (2) provides that if the period of 
limitation for assessment against the taxpayer ex- 
pired before February 26, 1926, but assessment was 
made in due time, the Commissioner is authorized 
to assert tax liability against a transferee within six 
years after assessment but not later than one year 
after February 26, 1926. This section, like Section 
280 (b) (1), is qualified by Section 278 (e) of the 
1926 Act, which prohibits assessment or collection 
of the tax if the same was barred at the time of the 
enactment of the 1926 Act. Section 280 (b) (2) 
applies to cases where assessment against the taxpayer 
was barred on February 26, 1926, but was actually 
levied in due time. If collection of the tax from the 
original taxpayer was barred on February 26, 1926, 
there is no transferee liability. 


If the assessment against the taxpayer was not 
made in due time it is tantamount to no assessment. 
If the assessment was levied under a waiver extend- 
ing the period for assessment, the next -inquiry is 
whether the waiver was validly executed and bind- 
ing on the taxpayer, and if the assessment was made 
prior to the expiration of the waiver. The Board 
has uniformly held that a waiver extending the pe- 
riod for assessment or collection executed after the 
limitation period has expired is valid, unless prior 
to the execution of the waiver the tax liability is 
extinguished by Section 1106 (a) of the 1926 Act, 
although the courts are divided on this question. 
(Joy Floral Co. v. Commissioner, 7 BTA 800, reversed 
29 F. (2d) 865.) In this connection it is important 
to consider the effect of Section 506 of the Revenue 
Act of 1928 dealing with waivers given before and 
after the enactment of the 1926 Act. The question 
as to the validity of a waiver given after the statu- 
tory period has expired is pending before the Su- 
preme Court in the case of Stange v. U. S., decided 
by the Court of Claims on November 4, 1929, in 
which certiorari was granted on March 3, 1930. 
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It is a well established rule that if an assessment 
is levied in due time after June 2, 1924, the period 
for collection is six years from the date of the as- 
sessment. (Florsheim Bros. Drygoods Co. v. U. S., 
280 U. S. 453.) Therefore in any case where the 
period of limitations for assessment against a tax- 
payer expired prior to February 26, 1926, but the 
assessment was levied in due time after June 2, 1924, 
the Commissioner was authorized to mail a notice 
asserting tax liability to a transferee at any time 
within six years after the date of the assessment 
but not later than one year after February 26, 1926. 
If the assessment against a taxpayer expired prior 
to February 26, 1926, but the assessment was levied 
in due time prior to June 2, 1924, the determination 
as to whether collection was barred at the time of 
the enactment of the 1926 Act depends upon the 
year and facts involved. Prior to the time of the 
enactment of the 1924 Act, the period of limitation 
for assessment and collection of taxes for the years 
1917, 1918, 1919 and 1920 was five years from the 
date the return was filed, and for the years 1921, 
1922 and 1923, four years. Section 278 (d) of the 
1924 Act provided that if an assessment is made in 
due time, collection may be made within six years 
after assessment. In Russell v. U. S., 278 U.S. 181, 
the Supreme Court held that Section 278 (d) of the 
1924 Act prescribing a period of six years for col- 
lection after assessment was not retroactive, in view 
of Section 278 (e) of that Act providing that this 
section shall not affect any assessment made before 
June 2, 1924. However, Section 278 (d) of the 1926 
Act prescribing a period of six years for collection 
after assessment is plainly retroactive and applies to 
taxes imposed by prior acts. Therefore, if the stat- 
utory period for collection had not expired prior to 
February 26, 1926, the period for collection is six 
years after assessment. There is no question but 
that Congress has power to extend the statutory pe- 
riod for collection of a tax as long as the statute is 
still running. 


If a taxpayer filed returns for the years 1917, 1918 
and 1919 in due time, and the Commissioner levied 
an assessment against the taxpayer within five years 
after the returns were filed and prior to June 2, 1924, 
the five year period for collection expired prior to 
February 26, 1926. (Bowers v. New York & Albany 
Lighterage Co., 273 U. S. 346.) If a taxpayer filed 
a return for 1920 on March 15, 1921 and the commis- 
sioner levied an assessment against him prior to June 2, 
1924, the period for collection is six years after. as- 
sessment, because the collection was not barred on 
February 26, 1926. Section 280 (b) (2) of the 1926 
Act permitting an assessment against a transferee 
within six years after assessment and not later than 
one year after February 26, 1926 only applies to 
cases where the collection of the tax from the origi- 
nal taxpayer was not barred at the time of the 
passage of the 1926 Act. (Marion Parsons Spencer, 
11 BTA 437; D. E. Wheeler, 16 BTA 96; Louis Cos- 
tanzo et al., 16 BTA 1294; Phil Gleichman, 17 BTA 
147; Moritz Hilder et al., 17 BTA 1189; Bruce Mc- 
Donald et al., 18 BTA 800; Southwestern Investment 
Co., 19 BTA 30; Annie G. Phillips et al., v. Commis- 
(Continued on Page 425.) 
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T seems to be a moot question whether the basis 
for determining gain or loss upon the sale of 
property may be changed by the creation or reor- 
ganization of a partnership. In this connection the 
word “reorganization” has been borrowed from the 


statutory provisions relating to the reorganization of 
corporations. 


Precisely what is meant by the reorganization of 
a partnership can not be com- 
pressed into a single terse defini- 
tion. Like a corporate reorganization, 
it may take any one of several 
forms. For the purpose of this dis- 
cussion, however, it may be thought 
of as involving a change in the part- 
nership set-up by the introduction of 
one or more new partners and new 
capital. 

Possibly one of the simplest ways 
to bring that about is for a stranger to 
the partnership to buy an interest in 
it. A more complicated way is to dis- 
solve and liquidate an existing part- 
nership, distributing its assets in kind 
to its members ; then form a new part- 
nership in which the members of the 
old partnership invest all or part of 
the assets that they received 
in liquidation, taking in one or 
more new members and some new 
capital. The result is essentially 
the same in either case—a change 
of personnel and capital. 

But in order not to complicate 
the discussion unduly at the outset, let us assume 
this simple situation: 

In January, 1929, A and B formed a partnership 
for the purpose of dealing in securities; the initial 
capital was $500,000, of which A_ contributed 
$250,000 in cash, and B contributed securities at that 
time having a market value of $250,000 but which 
he bought in 1928 at a cost of $150,000; they are to 
share equally in profits and losses, as well as in the 
distribution in case of dissolution and liquidation ; 
they adopt the calendar year as their accounting 
period; immediately after the formation of the part- 
nership the securities which B contributed are sold, 
the net proceeds of the sale being $250,000. 

Query: In determining the amount of the partner- 
ship net profit for the year 1929 to be reported on its 
Federal information return, should the partnership 
use as the cost basis of those securities the amount 
that they cost B ($150,000) and show a profit of 
$100,000 on the sale or, may it use the market value 
at the time the partnership was formed as the cost 
basis and show no profit on the sale? 


* Member of the New York City Bar. 
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The thesis here undertaken is that under existing 
law the partnership may use as the cost basis the 
market value of the securities at the time they were 
invested in the partnership by B. Consequently, in 
the assumed situation no gain was realized upon 
the sale. 

Statutory Provisions as to Cost Basis 


Section 113(a) of the 1928 Act, entitled “Basis 
for Determining Gain or Loss”, 
starts out as follows: 

The basis for determining the gain 
or loss from the sale or other disposi- 
tion of property acquired after Febru- 
ary 28, 1913, shall be the cost of such 
property; except that— 

(1) If the property should have been 
included in the last inventory, the basis 
shall be the last inventory value thereof. 

Following that are other exceptions 
defining cost in particular situations. 
These cover property acquired by 
gift, devise, bequest, inheritance, ex- 
change for property of like kind and 
use, and exchange in corporate reor- 
ganization; also, corporate distri- 
butions and affiliations, involun- 
tary conversions, and wash sales. 
Obviously, none of these applies to 
our assumed situation. In Solici- 
tor’s Opinion No. 42 (C. B. Dec. 
1920, p. 61) it was said that the 
creation of a new partnership in- 
terest by the contribution of capi- 
tal is a purchase. 

Section 113(b) of the 1928 Act contains provisions 
relating to the use of March 1, 1913 value as the cost 
basis where the property was acquired before that date. 
For the sake of simplicity in our assumed situation all 
the transactions are given dates subsequent to Feb- 
ruary 28, 1913, which automatically eliminates the 
necessity of carrying through the discussion the expres- 
sion “March 1, 1913 value”. 

By the foregoing process of elimination there are 
left two bases from which to choose for the purpose 
of determining the gain, if any, upon the sale of 
the securities contributed by B. They are cost or 
inventory value. The consideration of inventory 
value may be waived, because: In the first place, 
the use of it is discretionary with the Commissioner 
(Sec. 22(c), 1928 Act) ; in the second place, the cus- 
tomary method of valuing inventories—(a) cost, or 
(b) cost or market, whichever is lower (Reg. 74, Art. 
102)—involves the very unknown quantity that it is 
sought here to determine, namely, the cost to be 
used by the partnership. Consequently, the one 
word in all of Section 113 of the 1928 Act appli- 
cable to our assumed situation is the word cost. 
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This brings us face to face with the crux of the 
problem, which is simply this: Is a partnership an 
entity, legal, business or otherwise, which may have 
a cost separate and apart from the costs to the mem- 
bers who compose it? 

This question should be considered from two 
points of view, first, state laws delineating the rights 
and interests of partners, and secondly, the appli- 
cable revenue act. 


Partnership Entity Recognized by State Laws 


It would hardly be profitable to enter into a dis- 
cussion of the conflicting decisions under the com- 
mon law bearing upon partnership interests. While 
the Uniform Partnership Act is of limited applica- 
tion, having been adopted by only sixteen states, 
it is a more satisfactory basis for this discussion, both 
because it supplies terse, definite definitions of a part- 
ner’s rights and interest and because it represents 
the more modern, advanced thought upon the law 
of partnership. 

In the first place, the Uniform Partnership Act 
recognizes the partnership as an entity for the pur- 
pose of holding title to property—even real prop- 
erty. Section 12(3)' provides— 

Any estate in real property may be acquired in the 
partnership name. Title so acquired can be conveyed 
only in the partnership name. 

In the second place, the partnership law shears 
a partner of all his individual rights in the specific 
property which he invests in a partnership, and sub- 
stitutes therefor what it calls tenancy in partnership. 
In our assumed situation, B had, prior to his invest- 
ment in the partnership, the absolute ownership of his 
securities. Among the important rights of absolute 
ownership are the exclusive right of possession, the 
exclusive right of enjoyment, and the absolute right 
of disposition. He could do with them or the pro- 
ceeds of them as he pleased. They were subject 
to execution and attachment for his personal debts. 
He could dispose of them by will. If he died intes- 
tate, they would go to his next of kin according to 
the law of the state of his residence. 

But when he invested those securities in the part- 
nership all that was changed. He could then pos- 
sess and use the specific property only for the 
purposes of the partnership. He could not assign 
his right in it, except in connection with the assign- 
ment of the rights of all the partners in the same 
property. It was no longer subject to attachment or 
execution for his personal debts. Nor was it any 
longer subject to dower, curtesy, or allowances to his 
widow, heirs, or next of kin. (Sec. 51, New York 
Partnership Law.) 

Partners hold specific partnership property as ten- 
ants in partnership. The notes of the Commission? 
that recommended the Uniform Partnership Act state 
very plainly that they intended tenancy in partnership 
to be different from any other kind of ownership 
known to the law, so as to meet the peculiar ex- 
igencies of partnership enterprises. 

Again, section 52* says— 

A partner’s interest in the partnership is his share of 
the profits and surplus and the same is personal property. 





1Section numbers under partnership law refer to the New York 
Partnership Law, which adopted the Chien Act in 1919, effective 
October 1 of that year. ; 
* Uniform Laws, Vol. 7, p. 33. 
8 New York Partnership Law. 
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Such interest is assignable, and chargeable with 
the payment of a partner’s personal debts. (Secs. 53, 
54, N. Y. P. L.) Statements to the contrary in 
Harris v. Commissioner (1930) 39 Fed. (2d) 546 
(Affirming 11 BTA 871), in so far as they relate 
the law of New York, refer to that law prior to 
the adoption of the Uniform Partnership Act, which 
became effective in New York October 1, 1919. 

In Allen v. Pfaltz & Bauer Realty Co., Inc. (1929) 
227 App. Div. (N. Y.) 210, a partnership was recog- 
nized as an entity for purposes of the decedent trans- 
fer tax of New York. 

It is clear, therefore, that at least in those states 
that have adopted the Uniform Partnership Act a 
partnership is rec ognized as an entity for a number 
of purposes. It: vy be added that it has also been 
recognized as a1 ity under the Federal Bank- 
ruptcy Act. (See. S. v. Coulby, 258 Fed. 27, 28.) 

It will next be . i order to consider the applicable 
provisions of the ‘ evenue Act of 1928. 


Partnership Entity Recognized by Revenue Acts 


In order that the reader may have some benefit of 
context, the applicable provisions of the 1928 Act 
are presented here together. Substantially the same 
provisions appeared in prior acts. 

Sec. 181.—Individuals carrying on business in partner- 
ship shall be liable for income tax only in their individual 
capacity. 

Sec. 182(a).—There shall be included in computing the 
net income of each partner his distributive share, whether 
distributed or not, of the net income of the partnership 
for the taxable year. If the taxable year of a partner is 
different from that of the partnership, the amount so in- 
cluded shall be based upon the income of the partnership 
for any taxable year of the partnership ending within 
his taxable year. 

Sec. 183—The net income of the partnership shall be 
computed in the same manner and on the same basis as 
in the case of an individual, except that the so-called 
“charitable contribution” deduction provided in section 
23(n) shall not be allowed. 

It is hardly necessary to say that the tax is not 
imposed upon the partnership as an entity. But it 
seems equally clear from the very wording of the 
statute, though not expressly stated, that the part- 
nership is considered an entity for the purpose ot 
computing the net income distributable to each partner. 
It is not the net income of partners as such that is to 
be computed, but “the net income of the partner- 
ship” for the taxable year (or accounting period) 
“of the partnership” regardless of the taxable year of 
the partners. 

In several cases the Board of Tax Appeals has 
frankly stated that the statute recognizes the part- 
nership as an entity or unit for the purpose of com- 
puting the distributive net income. The following 
excerpt from Healy v. Commissioner (1929) 18 BTA 
27 (NA) fairly represents the Board’s position on 
that point: 

While Congress ignored, for taxing purposes, the exist- 
ence of a partnership as a taxable entity, yet it recognized 
it as a business unit and provided specifically for the method 
of computing the income derived from its business deal- 
ings.* 


See, also, J. H. Goadby Mills et al., (1926) 3 BTA 1245; W. J. 
Burns (1928), 12 BTA 1209. 
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Reverting to our assumed situation where the 
partnership sold for $250,000 securities that cost 
partner B $150,000, what part of the difference of 
$100,000 is distributive to the partners as current in- 
come? None of it. It is part of B’s capital invest- 
ment. It is not income to the partnership. 

If A and B should each be required to take up 
half of the so-called profit in his individual tax re- 
turn, A would be obliged to pay a tax on a sum to 
which he is not entitled and never will be entitled 
either as income or capital. Whatever portion of it 
B may be required to take up in his return would 
be a sum which is not presently distributable to him 
in any form—a gain which he will realize, if at all, 
only upon the disposition or liqui« ation of his inter- 
est in the partnership. ot 

Since, as regards the net incu. Sf the partnership, 
Section 182(a) requires each pi+*ner to include in 
his own return only his distribuifve share of such 
income, that section together witi the status of the 
property as partnership capital would seem to be 
sufficient to preclude the taxing of the above $100,000 


to the partners for the year 1929 as distributive 
income. 


New Cost Basis to Partnership Recognized 


In the Appeal of W. C. Langley & Co. (1925) 2 
BTA 199(A), it appeared that a partnership had 
been formed, to the capital of which one partner 
contributed $100,000 in cash and another partner 
contributed the beneficial interest in a seat on the 
New York Stock Exchange at an agreed value of 
$75,000; in 1917 the partnership sold its interest in 
the seat for $50,000. The Board sustained the deduc- 
tion of a loss of $25,000 in determining the partner- 
ship net income. Said the Board— 

The situation is exactly the same as if the partner had 
contributed, instead of the seat, the sum of $75,000 and 
such sum so contributed had been expended in the pur- 
chase of a seat on the Exchange. 


A similar situation was before the Board in the 
Appeals of Logan and Bryan (1926), 4 BTA 12(A), 
and was decided the same way. In this case the 
Board said inter alia— 

Here we have an agreement which provides, in effect, 
that the seat shall be purchased by the partnership on 
organization and sold by it at the time of dissolution. The 
profit or loss from the transaction arises out of the per- 
formance of the agreement and has no relation to the dissolu- 
tion of the partnership. 


That case came under the Revenue Act of 1917 
and it was also pointed out that under that Act part- 
nerships were subject to an excess-profits tax, and 
for the purpose of that tax were treated as legal 
entities. 


In the Appeals of Elmer R. and C. A. Wallingford 


(1926) 4 BTA 634(A) the situation appears to have 
been this: C. A. and two associates entered into a 


partnership cattle business. In 1920 Elmer R. (C. 


A.’s brother) bought the interests of the two asso- 
ciates. 

Said the Board— 

The purchase by Elmer R. Wallingford of a half inter- 
est in the cattle in 1920 effected, at the time of the pur- 
chase, a dissolution of the partnership which had 
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theretofore owned the cattle and the formation of a new 
partnership of which the petitioners were the members. 
Thus the ownership of the cattle was vested in a new 
entity created in 1920 which is privileged to compute its 
profit or loss without reference to the method of compu- 
tation used by its predecessor. 


New Cost Basis to Partnership Not Recognized 

In Alpin J. Cameron et al., v. Commissioner (1927) 
8 BTA 120(A), the original partners and their in- 
terests were: A. J. C. 60%, and W. P. D. 40%. On 
January 1, 1920, A. W. C. (son of A. J. C.) was 
admitted to the partnership, receiving his interest 
therein as a gift. On the partnership books $250,000 
of the capital account of A. J. C. was transferred to 
the account of A. W. C., but no new capital was 
paid in. The interests then were: A. J. C. 35%; 
A. W. C. 25%; and W. P. D. 40%. 


On the strength of that so-called reorganization 
the partnership claimed a new basis for the depreci- 
ation of its depreciable assets as of January 1, 1920. 
The tax years involved were 1920 and 1921. The 
Commissioner disallowed the claim and was sus- 
tained by the Board. 


Relying upon language used by the District Court 
in U. S. v. Coulby, 251 Fed. 982, which we shall have 
occasion to note later, the Board rendered an opin- 
ion which might appear to damage irreparably the 
thesis undertaken in this article. To quote certain 
parts of the Board’s opinion— 

There was no sale or transfer by the old partnership to 
the new partnership of the assets of the old partnership. 
Unlike a corporation, a- partnership does not for tax purposes 
exist separate and apart from the partners. There is nothing 
to indicate that there were any transfers of any kind with 
respect to the ownership of the property here in question, 
such as would have been necessary had a corporation been 
succeeded by a corporation or by a partnership. The old 
partners had an interest in a partnership and this interest 
continued without interruption when the new partnership 
was created—at least this was true as far as Denegre was 
concerned. Not only did the old partnership sell nothing, 
but also the same was true of Denegre. The other old 
partner, Cameron, gave a part of his interest to his son, 
but in so far as the remaining part was concerned, there 
was no change of ownership whatever. . . . 

The Board is of the opinion that for the purpose of deter- 
mining income of a partnership under the Revenue Act of 
1918 the partnership must be viewed from the standpoint of 
the individual partners who compose it, and not as a legal 
entity of itself. 

Very clearly, that denies the existence of a part- 
nership entity for the purpose of computing net in- 
come. It should be noted, however, that it denies 
the existence of such entity in a situation where 
there had been no change in the make up or busi- 
ness status of the partnership capital. 

The same partners renewed the same claim (but 
for the year 1922) on the strength of the decision 
of the United States Supreme Court in Heiner v. 
Tindle (1928) 276 U.S. 582. This case will be re- 
viewed later. Suffice it to say here that the Board 
(in Cameron et al., (1929) 20 BTA 305) adhered to 
its former decision in 8 BTA 120, distinguishing the 
Tindle case on the ground that in the latter there had 
been a change in the use of depreciable property. 
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But whatever satisfaction the Commissioner may 
have had out of the first decision in the Cameron 
cases he must have lost by later decisions of the 
Board. In Healy v. Commissioner, (1929) 18 BTA 
27 (NA), there had been three partners. One of 
them died September 28, 1921. The surviving part- 
ners carried on. On December 31, 1921 one of the 
surviving partners acquired the interest of the de- 
ceased partner, and a new partnership agreement 
was entered into as to their interests. No new capi- 
tal was introduced. 


The Commissioner contended that as to the inter- 
ests of the two surviving partners “the original cost 
of the securities should govern the computation of 
profit or loss”; but that as to the interest of the 
deceased partner “the market value of the securi- 
ties on December 31, 1921”—-when the deceased part- 
ner’s interest was acquired by one of the surviving 
partners—should be used. 


The Board ruled against the Commissioner on 
those contentions, again adopting the entity theory. 
We have previously noted that the Board said in 
this case that “While Congress ignored, for taxing 
purposes, the existence of a partnership as a taxable 
entity, yet it recognized it as a business unit” for the 
computation of net income. To quote further— 

It is evident that it was not the intent of Congress to 
relate the various transactions of a partnership to the sev- 
eral owners thereof, but rather to consider it as a going 
concern or integral enterprise in determining the income, 
gains and losses. . 

Partnership property belongs to the partnership and not 
to the partners. The property acquired by Henry W. 
Healy from the estate of A. Augustus Healy was an un- 
divided partnership interest in the firm of A. Healy & 
Sons and not a direct ownership in the securities owned 
by the partnership.’ 


While the Board held in the Healy case that a 
new cost basis to the partnership had not been 
established, it did so on the ground that the part- 
nership suffered no change of status as a business 
enterprise. 


Computation of Partnership Income As for an 
Individual 


It has been argued that the provision of Section 
183—“‘The net income of the partnership shall be 
computed in the same manner and on the same 
basis as in the case of an individual”, etc. requires 
the use of a partner’s cost basis with respect to spe- 
cific property invested by him in the partnership. 

That position is unique to say the least, and in the 
writer’s opinion does violence to the ordinary and 
natural meaning of language. If Congress had in 
mind the particular individuals composing the part- 
nership, it seems reasonable to assume that it would 
have worded the statute accordingly (it would have 
been easy to do so), and that it would not have used 
theindefinite article an. 

Moreover, the argument referred to appears to be 
unsupported by controlling authority. The nearest 
case to deciding the point appears to be the decision 
in the Cameron cases, supra. But, as there pointed 
out, in later cases the Board changed the position 

_ that it took in the Cameron cases with respect to the 


5 See, also, Wilson v. Comr. (1929) 16 BTA 1280 (NA). 
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recognition of partnership entity for the purpose of 
computing the partnership’s net income. 

Language used in U. S. v. Coulby, 251 Fed. 982, 
and relied upon by the Board in the Cameron cases 
has previously been referred to. That language, ex- 
pounding the 1918 Act, was as follows: 

This law, therefore, ignores for taxing purposes the exist- 
ence of a partnership. The law is so framed as to deal 
with the gains and profits of a partnership as if they were 
the gains and profits of the individual partner. * * * The 
law looks through the fiction of a partnership and treats 
its profits and its earnings as those of the individual tax- 
payer. Unlike a corporation, a partnership has no legal 
existence aside from the members who compose it. The 
Congress, consequently, it would seem, ignored, for tax- 
ing purposes, a partnership’s existence, and placed the 
individual partner’s share in its gains and profits on the 
same footing as if his income had been received directly 
by him without the intervention of a partnership name. 

Inherent in that language is a curious smack of 
partnership entity. It speaks of “the gains and 
profits of a partnership” ; “its profits and its earnings” : 
“dts gains and its profits.” And it says in two places 
that the partnership existence was ignored by Con- 
gress—not for the computation of income—but for 
taxing pur poses. 

In the Coulby case the court was not dealing with 
the computation of partnership income. The ques- 
tion there involved was whether dividends received 
by the partnership from corporations lost their iden- 
tity in the partnership entity and went to the ind' 
vidual partners subject to the normal tax; or whethe: 
in the hands of the individual partners the dividends 
retained their character as dividends, exempt from 
the normal tax. 

As stated more tersely by the circuit court of 
appeals, the question was whether the normal tax 
of 1% was to be paid on the same dividend twice, 
once by the corporation and once by the partner. 
It was held that the dividends retained their char- 
acter as dividends in the hands of the individual 
partners, and as to them were exempt from the 
normal tax. 

The result arrived at in the Coulby case is not in- 
consistent with the entity theory, either for the com- 
putation of income or for taxation. The same 
distinction as to the character of income is made by 
the statute in the case of income from estates and 
trusts, which are taxable entities. 

It is important to note, also, that in affirming the 
decision of the district court in the Coulby case the 
circuit court of appeals took pains to limit the opin- 
ion of the district court to the situation there in- 
volved. To quote— 

We concur in and adopt the conclusion reached. However, 
the statement made in the opinion that a partnership has no 
legal existence, aside from the members who compose it, is too 
broad, as, for instance, in view of the Bankruptcy Act. . ., 
yet as applied to the particular portion of the statute and the 
question in hand it is correct, and with this explanation we 
approve the reasoning of the opinion. 

It may be added, even at the risk of repetition, that 
“the particular portion of the statute” referred to is 
that dealing with the taxation of income from a part- 
nership, not the amount of the income; and “the ques- 
tion in hand” was the nature or character of a portion 
of the partnership income to be taxed. 
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If a reason must be given for the requirement that 
the net income of a partnership be computed in the 
same manner and on the same basis as in the case 
of an individual, it does not seem far fetched to say 
that of all the taxable entities recognized by the stat- 
ute—individual, corporation, estate, trust—the pro- 
visions relating to individuals came the nearest to 
fitting the situation of a partnership. Even here ii 
was necessary to make an exception. In determin- 
ing net income a partnership may not deduct chari- 
table contributions, such deductions being allowed to 
the individuals themselves. 


But there is no cost basis peculiar to an individual. 
The provisions for determining gain or loss are gen- 
eral and apply to all classes of taxpayers. There 
are, however, certain deductions and credits allowed 
to corporations, estates and trusts that would be 
improper in the case of partnerships, since a part- 
nership is not to be tavred as an entity. 

For example, in determining the net taxable in- 
come of a corporation dividends received from other 
corporations are deducted. Obviously, this is to 
avoid a double normal tax on the dividends. Since, 
however, no tax is imposed on the partnership as 
an entity, if it be allowed to deduct such dividends 
in determining its net distributive income, the divi- 
dends would escape also the surtax which Congress 
provided should be paid by individuals who receive 
them. Again, if a corporation’s net income is $25,000 
or less, it is entitled to a specific exemption of $3,000. 
The law makes other provisions, however, for ex- 
emptions in the case of individuals. Consequently, 
a partnership is allowed no specific exemption. Other 
differences might be noted in the matter of losses, 
but the foregoing are sufficient for illustrative pur- 
poses. 

In the case of estates and trusts the law makes a 
distinction between distributable income and income 
that is not distributable. For example, gains from 
the turnover of assets constituting the principal of 
a trust are considered principal and remain in trust 
for the remainderman. ‘The tax thereon, if any, 
is paid by the fiduciary. So, also, pure trust income 
that is being accumulated pursuant to mandatory 
provisions of the trust instrument is taxable to the 
fiduciary. But income which is currently distrib- 
utable by the fiduciary is taxable to the beneficiaries. 
In the case of a partnership, however, all of its net 
income, whether it be gains from the turnover of 
principal or interest or dividends, is considered to 
be currently distributable and taxable to the part- 
ners entitled to it. z 

The foregoing reasons appear sufficient to explain 
the requirement that the standards for computing 
the net income of an individual be also the guide for 
partnerships, with the exception noted. The statute 
and the decisions fail to disclose any reason to as- 
sume that Congress intended to discriminate against 
partners by requiring them to pay a tax on some- 
thing as income which as to them individually has 
not been realized and is not currently available to 
them. It is not required of other taxpayers. 


The Tindle Case 


The case of Heiner v. Tindle (1928), 276 U. S. 582, 
seems to give substantial support to the contention 
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that the investment of specific property in a part- 
nership enterprise constitutes an appropriation to a 
different use which justifies, even requires, a new 
cost basis. The pertinent facts were these: 


Before 1892 the deceased taxpayer built a home at 
a total cost for land and buildings of $172,000. He 
occupied the house as a residence until 1901, when, 
circumstances requiring his residence elsewhere, he 
leased the property at a stipulated rental. The lease 
was dated October 1, 1901. He continued so to lease 
it-until 1920, when it was sold for $73,000. 


The question was whether or not there was a 
deductible loss under Sec. 214 (a) 5 of the 1918 Act by 
reason of a transaction entered into for profit; and 
if so, what was the basis for determining it. The 
Supreme Court held, as to the first point— 

The loss here has resulted from the sale of property not 
used for residential purposes by the taxpayer, and the trans- 
action entered into for profit and resulting in the loss was 
not the purchase of the property but its appropriation to 
rental purposes. 

As to the second point, observing that the method of 
computing gain or loss provided by Sec. 202 of the 1918 
Act was not “all inclusive’, it was held that the 
proper basis for determining the loss in respect of 
the property involved in that case was its value as 
of October 1, 1901 or its value as of March 1, 1913, 
whichever was lower. 

So far, so good. But there is one paragraph in the 
opinion of the case that is a bit troublesome. It 
reads— 

For the purpose of computing the loss resulting from 
this particular transaction we think it must stand on the 
same footing as losses resulting from a similar use of 
property acquired by gift or devise and that when needful 
the fair value of the property at the time when the trans- 
action for profit was entered into may be taken as the 
basis for computing the loss. 

The troublesome thing about that paragraph, of 
course, is the analogy drawn between the appropria- 
tion of the property to a business use and a gift or 
devise. It will be recalled that the regulations (Reg. 
45, Art. 1562) under the 1918 Act provided the same 
cost basis for gifts and devises—market value at the 
time of acquisition, the date of death being consid- 
ered the time of acquisition of property transmitted 
by death. But, as is well known, all that has been 
changed by statute. In the case of property ac- 
quired by gift after December 31, 1920, the donee is 
required to use the donor’s cost basis. In the case 
of property transmitted at death, in some instances 
the cost basis is the value at the date of death and in 
others the value at the time of distribution to the 
next of kin. 

The analogy referred to in the paragraph above 
would hardly be helpful under the 1928 Act, which 
does not cover the particular transaction involved in 
the Tindle case any more than did the 1918 Act. 

There is at least this to be said in behalf of the 
provision requiring the donee to use the donor’s cost 
basis: The tax is paid by the one who actually 


realizes the value of the gift, and for the year in 

which the value is realized. The same is true of 

other transfers and exchanges regarded as continu- 

ing transactions in which the one paying the tax is 
(Continued on Page 424.) 










































































































































































































































How Existing Methods of Income 
Taxation May Be Improved 


By Irvinc L. SHAw * 


EFORMS and improvements in the systems 
R employed in the collection of the revenues nec- 

essary to defray the rapidly mounting ex- 
penses of government come very slowly and seem 
to require that more than an ordinary amount of 
inertia be overcome. While progress in the indus- 
trial arts and sciences is making rapid strides under 
the spur of war-time or economic necessity, progress 
in the art and science of taxation seems by com- 
parison to be halting and laborious. 

This may be in considerable part owing to a 
peculiar reluctance of the citizenry to make any 
change in methods of taxation which have come 
to be more or less clearly understood, even after 
it is generally agreed that these time-honored 
methods long since have been outgrown and have 
become clearly inadequate to their originally in- 
tended purpose. 

Perhaps the tardiness in progress of new ideas 
in taxation is in large measure due to the fact that 
under the rapidly increasing and complicated inter- 
ests of modern life, little, or no time is available 
to the normally situated person to give more than 
a passing thought to these subjects, and Mr. Aver- 
age Citizen is apparently content to permit his 
political representatives to do the bulk of his think- 
ing for him in this respect, at least until conditions 
become well nigh unbearable; and even then he 
seems more likely to seek ways and means of per- 
sonal avoidance of what he regards as bad tax laws, 
than to give much attention to the possibility of im- 
proving these laws. 

For this state of affairs the one hopeful sugges- 
tion is education. It is one of the important tasks 
of tax administrators to promote an intelligent public 
interest in this intricate subject and such organiza- 
tions as the New England State Tax Officials’ Asso- 
ciation are a potent factor to this end. 

Since nearly a half century ago it has been quite 
clearly recognized and agreed by all thoughtful stu- 
dents of taxation that the general property tax method 
of attempting to reach intangible personal property was 
rapidly becoming a dismal failure; yet it was not until 
the last few years that many of the states undertook 
seriously the task of doing anything about it. 

Wisconsin made a beginning in this direction in 
1911 and Massachusetts was the second state to 
adopt a radical change in the method of dealing with 
this class of property in 1916. In 1919 the State of 
New York passed a general personal income tax; 
and during the last decade, perhaps under the stim- 
ulus of these examples, this form of personal taxation 
has been urkdertaken in about fourteen other states, 
so that at the present time some seventeen states 
of the Union are operating more or less complete 
personal income tax systems. 

*Income Tax Director, Commonwealth of Massachusetts. Paper 
read before the Eighteenth Annual Conference on Taxation of the New 


England Tax Officials’ Association which was held at Fairlee, Vermont, 
on September 25th and 26th, 1930.- 
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A few of the states have attempted to solve the 
intangible property problem through the expedient 
of a flat rate substitute, but since this inquiry is 


limited to the personal income tax, no analysis of 


results under the flat-rate system is here attempted. 

The personal income tax is ordinarily regarded 
as modern, despite the fact that this precise form 
of taxation has been in use in England for nearly 
three quarters of a century and, in essence, the prin- 
ciple has been in limited use in our own Common- 
wealth of Massachusetts in the form of the so-called 
faculty tax, since early colonial times. But the 
general application of the principle of personal tax- 
ation based upon net income, is nevertheless a mod- 
ern development in American taxation, and has been 
regarded, up to very recent years, if indeed it is 
not by many still regarded, as on trial. 

The conclusions we may reach regarding the im- 
provement of existing personal income tax methods 
is likely to depend somewhat upon the attitude oi 
mind in which we approach the problem, and this 
mental attitude is again dependent in no small degree 
upon the answer we give to two or three fundamen- 
tal questions relating to this form of taxation. The 
questions having an important bearing, as they ap- 
pear to me, may be propounded as follows: 

First—What is the legitimate function of a per- 
sonal income tax in the taxation system of a State? 

Second—Has such experience as we have to draw 
upon proved this form of taxation to be adequate to 
its purpose? and 

Third—Is it safe to assume that the Federal In- 
come Tax law and administration is adaptable to 
satisfactory use by a State? 


I 


In considering briefly the legitimate function of a 
personal income tax, attention is first directed to the 
primary object of all taxation—the production of the 
necessary revenue. With this primary condition 
satisfied, the second requirement of a tax system is 
that it shall spread the burden of taxation with rea- 
sonable equity and fairness over all the legitimate 
objects of taxation. 

Doubtless every one will agree that real estate and 
tangible personal property are, and always have 
been, bearing the major share of the total burden of 
taxation and furthermore, that these objects by rea- 
son of their inherent nature, are likely to continue 
to bear a heavy share of this burden even under the 
best possible conditions. In the meantime, the de- 
velopment of modern business and finance has re- 
sulted in a very much greater increase in the value 
of intangible personal property, than real estate and 
tangible property values can show over the same 
period. 

From figures recently prepared with considerable 
care, it appeared that the percentages of increase 
during the last ten years in Massachusetts are: 
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For real estate and tangible property—51% in- 
crease. 


For intangible personal property, about 265% in- 

crease. 
Again: from inventories filed in connection with 
the administration of the Inheritance Tax in Massa- 
chusetts, it appears that the ratio of intangibles to 
real estate in 1914 was about 3% tol. Fifteen years 
later, in 1929, this same comparison showed a ratio 
of over 7 to 1 in favor of intangibles. 

To state the apparent trend a little differently, it 
appears that even with the help of our present classi- 
fied income tax law in Massachusetts, under a very 
conservative estimate, one quarter of the wealth of 
the state is bearing three quarters of the burden of 
taxation, or conversely, three quarters of the total 
wealth—in the form of intangible property—is bear- 
ing only one quarter of the tax burden. 

This showing must of necessity be considerably 
exaggerated in states still retaining the general prop- 
erty tax method of attempting to reach intangible 
personal property for taxation, and, although per- 
haps to a somewhat less degree, in states using the 
flat-rate substitute. 

For example, in the State of Connecticut (work- 
ing under what may be called a modification of the 
flat rate method) it is estimated that approximately 
8% of the total tax burden is being borne by intangi- 
ble personal property; and in Rhode Island (work- 
ing under a four mill rate on intangibles applied by 
the local assessors) it is shown that out of a total 
of $30,600,000. property taxes; only $4,300,000. is 
contributed by intangibles, or about 14%. The total 
assessed value of intangibles, under the Rhode 
Island system is $1,083,800,000., while the assessed 
value of physical property is only $1,144,300,000. 
This would seem to indicate that in Rhode Island 
tangible wealth and intangible wealth are on an ap- 
proximate parity, unless, as is somewhat more than 
a possibility, a large part of the intangible wealth 
fails to reach the tax rolls. It would be curious 
indeed if the growth of intangible wealth in Rhode 
Island had not approximated that in Massachusetts, 
and if this be the case, then the flat rate system is, 
at best, making a somewhat poorer showing in this 
state than the classified income tax in Massachu- 
setts. 

In 1917 a Committee of the National Tax Associa- 
tion appointed to prepare a model system of state 
and local taxation laid down as the first of three 
fundamental principles of such taxation, the oer 
sition that 

Every person having taxable ability should pay some 
sort of a direct personal tax to the government under 
which he is domiciled and from which he receives the per- 
sonal benefits that government confers. 

After considering with some care the various 
forms of personal taxation that seemed to present 
possibilities, this Committee recommended a per- 
sonal income tax as being better fitted than any 
other form of taxation to carry out the principle that 
every person having taxable ability should make a rea- 
sonable contribution to the support of the govern- 
ment under which he lives. 

Granting the increasing degree of failure of ather 
systems adequately to reach the rapidly increasing 
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wealth represented by intangible personal property, 
and that the personal income tax method is better 
fitted than any other to carry out the principle laid 
down by the Committee of the. National Tax Asso- 
ciation (which apparently has the unanimous ap- 
proval of those best equipped to understand the 
problem) the legitimate function of the personal in- 
come tax is submitted to be: 

First, to provide additional revenue for which the 
demand is so urgent, in a manner which will in- 
crease with the natural growth of the ee 
source; and 

Second, the collection of a more equitable propor- 
tion of the public revenues from that source which 
presently appears to be least effectively taxed but 
which is enjoying the most rapid growth; and by 
this means to relieve those objects of taxation now 
bearing a disproportionate share of the public bur- 
den ; viz: real estate and tangible personal property. 


II 


With statistics covering over a decade of experi- 
ence with widely varying forms of income taxation 
in three variously situated states, viz: Wisconsin, 
Massachusetts and New York, it ought to be pos- 
sible to secure sufficient data upon which to base a 
fair judgment as to whether the personal income 
tax is a desirable form of taxation, at least from the 
revenue point of view, which after all is one of the 
most important criteria, the other canons of taxa- 
tion being assumed to be reasonably satisfied. 

Our neighboring State of New York enacted a 
bona fide general income tax in 1919 becoming effec- 
tive in its first year in 1920. This statute followed 
quite closely the Federal law, and as changes of 
policy have been made in the Federal law, New York 
has in many cases amended its statute to conform. 
Thus the New York General Assembly, against the 
advice of the Tax Commission, increased exemptions 
very materially in 1926 following the Federal in- 
creases of the year before, thereby cutting down the 
total number of annual returns under the law from 
rising 800,000 to approximately 500,000 returns in 
1928. 

In 1928 less than 414% of the inhabitants of New 
York were paying a personal income tax. In Massa- 
chusetts, the proportion was only 514%, which indi- 
cates the narrowness of the base under the present 
Massachusetts form of income tax. 

In 1920 the New York law produced $37,182,000. 
and barring three years during which a gratuitous 
25% deduction was granted, involving one or two 
years of general depression, the revenue has in the 
later years steadily increased until in the last com- 
pleted year, 1929, it exceeded $84,470,000. This 
shows an increase in revenue of about 227% in nine 
years, despite the handicap of materially increased 
exemptions in 1926. 

In its first full year, 1914, the Wisconsin income 
tax yield was just under a million dollars, but the 
1930 fiscal year proved to be the biggest in its his- 
tory, producing over $9,400,000., an sanesiaataiig of over 
900% in 16 years. 

In Massachusetts under our classified income tax, 
beginning with the first year of the operation of the 
law in 1917, the collections totaled about $12,300,000. 
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With the exception of a slight temporary increase 
in rates covering in all only four years during and 
following the war, the general structure of the law 
has remained practically unchanged, and the rates 
today are exactly the same as in 1917. Such changes 
as have been made in the law have been mostly in 
response to appeals for relief by one group or an- 
other, which have reacted against its effectiveness as 
a revenue measure; and a few perfecting or clarify- 
ing amendments to plug loopholes ; but on the whole, 
the general result of the amendments adopted has 
been to reduce rather than to enhance the revenue. 

Despite these facts, we have assessed during the 
current year over $31,600,000. in income taxes. Un- 
less we fall down this year from our steadily main- 
tained standard of collections, we shall eventually 
gather into the treasury 99.7% of this assessment. 
We regard efficient collection as a major item in the 
administration of any tax law. 

These figures show an increase in productiveness 
of over 256% in thirteen years, clearly demonstrat- 
ing the effectiveness of the income tax as a revenue 
measure in Massachusetts and curiously enough this 
increase is in almost exact accord, if we allow for 
deductive amendments to the law, with our previ- 
ously mentioned percentage of the growth of in- 
tangible wealth in our Commonwealth, estimated 
from entirely unrelated data at 265% over approxi- 
mately the same period. 

It would seem to be a fair conclusion from the 
above statistics that the personal income tax may 
be depended upon to yield a constantly increasing 
revenue mainly from that source which has hitherto 
been most difficult to tap effectively—viz. intangible 
personal property ; and it will behoove any state still 
struggling under the disadvantages of the old gen- 
eral property tax, and doubtless also some of those 
working under flat rate substitutes, if they are feel- 
ing the pressure of the demand for revenue in an 
unduly increasing burden on real estate and tangible 
property, to consider seriously the relief available 
through adopting a personal income tax, which may 
easily be adapted to the local conditions and needs of 
the state. 

The cost of administration of an income tax is 
frequently viewed with alarm by legislators in con- 
sidering the advisability of adopting such a statute; 
but our experience in Massachusetts amply justifies 
the necessary expense of thorough administration. 
Our total expense, including nearly $40,000. for rental 
of outside accommodations, will be about $560,000. 
this year which will be only about 1.6% of total 
collections. The combined results of developing 
additional revenue by audits and delinquent investi- 
gations netted over $1,200,000. last year—more than 
double the total cost of administration—thereby 
demonstrating that while the administrative cost 
seems heavy, in reality it can be made to pay for 
itself twice over. 

III 


We frequently hear the argument advanced that 
State income taxes ought to follow the Federal law 
and practice in the interest of uniformity in the prep- 
aration of returns and for like reasons. 

After observing the rapidity with which successive 
Congresses enact new tax laws and how Federal 
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administrative regulations are promulgated, with- 
drawn, restated and altered again, there is, I submit, 
considerable doubt of the advisability of any state 
attempting to keep up with this kaleidoscopic pro- 
cession. 

Furthermore, there appear to be deeper-seated 
reasons for hesitation on the part of a state to adopt 
principles which may be sound in their application 
to the broad jurisdiction of the Federal Government, 
but which are open to serious question in the lim- 
ited jurisdiction of a single state. 

To cite but one of such principles, it may conceiv- 
ably be good policy for the Federal Administration 
to adopt the broad “Exchange of shares in reorgani- 
zation” principle, where it is certain to result in 
nothing more serious than a postponing of the tax 
day; but such a principle so broadly applied within 
the narrow boundaries of a state, is almost sure to 
result in eventual failure ever to collect the tax on 
the profit from many such exchanges. Upon care- 
ful analysis the Massachusetts rule of limiting the 
postponement of the tax day to such exchanges as 
result in the taxpayer’s receiving the “same interest 
in the same assets” is, it is believed, as far as the 
equities require any state to go in the application of 
this principle. 

Again, the requirements of the Federal revenue 
may frequently dictate a broadening or narrowing of 
the exemption or rate policy, which would ordinarily 
result in a serious reaction on the finances of a state 
jurisdiction. Indeed, more fundamental details of 
structure are occasionally affected by policies 
peculiar to the Federal needs which have no con- 
ceivable bearing upon state or local conditions. Wit- 
ness the so-called “discovery value” principle inaug- 
urated under Federal exigencies during the War. | 
have failed to discover a single attorney or account- 
ant who can invent a plausible argument to support 
this practice, which appears to have no foundation 
whatever in economic theory. 

By these and other considerations unnecessary to 
mention, we are, I believe, forced to reject the idea 
that any State can comfortably adopt and follow 
the Federal Income Tax law and administration, 
however much it might simplify matters for the tax- 
payer to have but one form of return to prepare. 


IV 


Assuming, then, that we are in reasonable agree- 
ment on the proper function of a state income tax; 
that such experience as we have to draw upon seems 
to demonstrate the effectiveness of this form of tax- 
ation in reaching that most elusive of all taxable 
objects—intangible personal property; and admii- 
ting that we cannot expect a copying of the Federal 
law and administration to fit acceptably the condi- 
tions and requirements of the ordinary state jurisdic- 
tion; what constructive suggestions can be offered 
toward the improvement of existing methods of per- 
sonal income taxation? 

The first suggestion which comes to mind after 
thirteen years of experience in income tax adminis- 
tration is that the legislation itself is open to con- 
siderable improvement. 

Most existing income tax statutes, it seems to 
me, attempt to deal too minutely with every con- 
ceivable variation of experience in business or 
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finance, so that the average citizen in attempting to 
read and understand the law is hopelessly beyond 
his depth before he has floundered through the first 
section. Is it not possible so clearly and succinctly 
to state, for example, the general intent of levying 
a tax upon all income from whatever source derived, 
without attempting to particularize and specify to 
such an extent that when the Supreme Court gets 
its first crack at the language, it will not be com- 
pelled to find that some particular form of income 
receipt does not come clearly within any of the stated 
objects of the imposition? Cannot most of the ex- 
traordinary situations that are bound to arise under 
any legislation so involved as an income tax law, 
be properly and adequately handled by administra- 
tive regulation? 

That an ideal income tax law should apply to 
every conceivable kind of true income that is consti- 
tutionally reachable, I assume to be axiomatic, 
despite the fact that the Massachusetts law as pres- 
ently written is not a general income tax. For sup- 
port in this position, if support be necessary, I refer 
the questioner to the report of the committee of the 
National Tax Association in 1918, wherein, speaking 
of the prevalent exemption from the general prop- 
erty tax of state and municipal bonds, interest on 
real estate mortgages, and various other like ex- 
emptions, the committee says: 

All such exemptions are inconsistent with the theory of 
the tax we here propose and should be discontinued... . 
The personal obligation of the citizen to contribute to the 
support of government under which he lives should not be 
affected by the form his investments take, and to exempt 
any form of investment can only bring about an unequal, and 
therefore an unjust distribution of this tax. 

There is at present, of course, the constitutional 
difficulty of a state imposing a tax on a Federal 
instrumentality, and vice versa, but this is the only 
presently compelling ground for the exemption of 
any kind of true income whatsoever. 

My second suggestion has to do with the improve- 
ment of the attitude of the taxpayers—individually 
and in their economic groupings, whether of busi- 
ness, financial or other affinities. 

Too often it is because one or another of the or- 
ganized groups of taxpayers seem to be unable to 
see beyond their own immediate interest, that much- 
needed reforms in taxation are obstructed or made 
impossible of fruition, when a less selfish and broader- 
visioned policy would dictate the acceptance of 
a fundamental principle, even when it seemed at first 
blush to involve the abandonment of an advantage 
which the group involved has hitherto enjoyed. And 
frequently this penny of immediate advantage is held 
so close to the eye that the dollar of ultimate benefit 
is obscured at arms-length. 

The only hopeful specific for this distemper is edu- 
cation, through full and free discussion in open 
public forum of these too superficially thought- 
about and imperfectly understood matters. 

The third, final and, I believe, the most important 
suggestion involves a little self-examination on the 
part of we administrators of tax laws. It has been 
said frequently that a mediocre tax law can be so 
administered as to produce fairly acceptable results, 
while the most conceivably perfect statute may be 
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so badly administered as to produce confusion thrice 
confounded—and with an ultimate serious reaction 
on the revenue and on the system. 


The tax administrator, in far greater measure than 
the tax law draftsman, is responsible for the success 
or failure of the taxation system. Upon his fine dis- 
crimination in policy and good judgment in methods 
employed, depend the public attitude toward the 
law, and in the last analysis the people will express 
their will as to their taxation system in the light of 
their acquiescence in or dissatisfaction with the ad- 
ministration of the laws. The stream cannot—and 
probably should not—rise higher than its source. 


Tax laws at best are imperfect, and are bound to 
work some inequities in their application to the 
myriad of intricacies of modern business and finance ; 
and any attempt to fine-tooth-comb every last penny 
of revenue that is technically within the purview of 
the law is bound to administer such a constant irri- 
tation of pin-pricks that a reaction of dissatisfaction, 
if not disgust, is inevitable even under the most 
ideal tax statutes. 

Any program of tax law administration which in- 
volves the stiff-backed resolution of every shadow of 
doubt in favor of the public revenue, invites disaster 
to the success of the system. On the other hand, 
excessive leniency and more particularly, favoritism 
to any persons or group of persons, is equally inde- 
fensible and productive of disaster. There is noth- 
ing that galls a taxpayer more than the feeling that 
he is being “soaked” while someone with a “pull” is 
getting off scot-free. 

And at this point the attitude of the taxpayer or 
his counsellor has an important bearing. Tax ad- 
ministrators are only human; and when the tax- 
payer or his attorney or accountant approach the 
administrator in the “cozy” attitude, disclosing only 
the favorable part of the story, and withholding im- 
portant facts or deliberately beclouding the issue by 
centering the discussion on a collateral phase of the 
problem, neither the taxpayer nor his attorney or 
accountant has any just ground for complaint if he is 
met in a consequent attitude of suspicion on his next 
appearance. 

On the other hand, when the taxpayer or his rep- 
resentative lays all of his cards upon the table and 
appeals for help, I believe the good administrator is 
as bound to show the taxpayer every advantage the 
law affords him, and to point out every exemption, 
deduction or other method fairly open under the law 
to reduce his tax liability, as he is to collect what is 
justly due. 

I am still satisfied that 99% of the taxpayers mean 
to discharge their tax liability honestly and fully, 
despite the fact that the great majority of our 
troublesome controversies arise with the other one 
per cent; and it is the danger of the mental rut of 
suspicion too frequently resulting from these latter 
experiences, against which we must be constantly 
on guard. 

In attempting to formulate something that might 
serve as a code for the efficient and conscientious 
tax administrator, I would venture the suggestion 
that he might conceive his position to be a quasi- 
judicial one, in which he is frequently called upon to 

(Continued on Page 423.) 


































































MAKE no pretense of being an expert upon the 
subject which has been assigned to me. How- 
ever some years ago, as Assistant Attorney 
General of Massachusetts and as special counsel, I 
lived for several years with the problem of the valid- 
ity of the Massachusetts National Bank Share Tax 
and represented the Commonwealth in the litigation 
relating to that problem which arose after the adop- 
tion of our State Income Tax and the decision of the 
Supreme Court of the United States in the Rich- 
mond Bank case. At that time both by court de- 
cisions and by compromise we reached what has 
always seemed to me to be a very fair settlement 
of a most difficult situation. As a part of this set- 
tlement we assisted in obtaining from Congress the 
amendment to U. S. R. S. Sec. 5219 now in force. 
Since then Massachusetts has taxed national banks 
upon the income basis. All I shall attempt to do is 
to discuss some of the fundamentals of my subject 
in the light of this experience. Note, however, that 
my subject relates to taxation of all banks, not mere- 
ly to the taxation of those holding Federal charters. 

On one occasion during my service under Attor- 
ney General Henry C. Attwill, while we were dis- 
cussing a tax case which I had argued and in 
which I was fearful of an adverse decision, he said 
to me:—“Do not be disturbed. The Commonwealth 
never loses a tax case. If it does not obtain the 
money at stake in this case, it will get it elsewhere. 
There is nothing involved but a question of the dis- 
tribution of the tax burden.” This forceful state- 
ment made plain to me, what tax officials often 
forget, that tax legislation and the assessment and 
litigation of taxes is not a contest between the State 
and the taxpayer, not an effort of the State to tap 
for its own benefit an easy and fruitful source of 
revenue, but rather an attempt in the interest of all 
the citizens fairly to distribute the necessary tax 
burden among the different individuals or groups 
of individuals in the community. The fund to be 
raised is fixed by public needs. It can in some man- 
ner be obtained by the exercise of the power of 
taxation. The sole question is how to apportion 
the burden. In answering that question all the 
taxpayers are the real parties in interest and it is 
them only that the tax officials represent. It should 
be kept in mind, however, that the tax burden can 
be borne only by individuals. Corporations are but 
fictions of law. They are merely groups of indi- 
viduals owning property or doing business in a par- 
ticular manner. Except it be thought that they 
should pay something additional for the privilege 
of acting in the corporate form, there is no justifi- 
cation for imposing any greater tax burden upon 
individuals who as stockholders of a corporation 
own property or receive income indirectly than upon 
other individuals who own the same sort of property 
or receive the same amount of income directly. Thus 
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our main question is how-to tax banks so as to 
impose upon the owners of the banks substantially 
the same burden as is imposed upon other individ- 
uals who directly or indirectly have invested in 
other business enterprises. 

Today we have in New England national banks, 
trust companies and savings banks. Many of us 
remember when practically all commercial banking 
was conducted by national banks which devoted 
themselves to that field almost exclusively. When 
trust companies came in, they first confined them- 
selves to acting as fiduciaries but soon they began 
to receive deposits and make loans, becoming active 
competitors of national banks in that respect. Now 
national banks have been granted fiduciary powers 
and these two classes of banks, national and state, 
compete in all fields. Today both may have savings 
departments and compete in this respect with our 
mutual savings banks. Many of the latter have 
grown from small institutions, devoted to the cus- 
tody and investment of the savings of persons of 
small means, into great investment trusts specializ- 
ing in real estate mortgages. The limitation upon 
the amount permitted to be received in any account 
has been increased in Massachusetts from three to 
four hundred per cent, and the depositors are no 
longer largely the poor and the near poor. The sav- 
ings departments of national banks and of trust 
companies compete with them for real estate mort- 
gages and they in turn compete with the latter for 
collateral loans. Forty years ago the Supreme Court 
of the United States held in Bank of Redemption v. 
Boston, 125 U. S. 50 that discrimination in taxation 
in favor of savings banks did not invalidate under 
U.S. R. S. Sec. 5219 the tax on national bank shares 
on the ground that deposits in savings banks were 
not “other monied capital” within the meaning of 
the Federal statute. It is doubtful if it would reach 
the same decision today. In Massachusetts at pres- 
ent we impose on savings banks a tax of one-half of 
one per cent on their deposits after deducting amounts 
invested in real estate mortgages and non-taxable 
bonds. Probably this is a discrimination in favor of 
savings banks and against national banks and trust 
companies, but it is clearly a discrimination against 
savings banks in favor of individual trustees, who 
are taxable only at six per cent on their income from 
securities excluding mortgage interest and non-tax- 
able bonds. This hurried summary seems to indi- 
cate that national banks, trust companies and savings 
banks should all be taxed alike and that there is no 
ground for employing any different method than is 
employed in taxing business corporations. 

So we are brought back to the question fully dis- 
cussed by a previous speaker at this conference 
“How shall business corporations be taxed”? As 
he has demonstrated in dealing with such corpora- 
tions, except perhaps in cases where special privi- 
leges are granted for which special taxes should be 
paid, the most equitable basis for the distribution 
of the tax burden is ability to pay as measured by 
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the net income of the corporation. This may or 
may not be combined with a tax on shareholders 
based upon dividends received as policy may dictate. 
That is merely a question whether or not the tax 
burden should be divided into two payments, one 
made directly by the shareholders and the other 
indirectly through the corporation treasury. This 
is but a matter of detail. The imposition of an in- 
come tax in the case of the business corporation, 
aside from being the most equitable method of dis- 
tributing the tax burden to corporations and their 
shareholders, has the added advantage that under 
Federal law its adoption permits the assessment of 
the same sort of tax, with or without the dividend 
tax, upon national banks and thus upon state banks 
and trust companies which, of course, must be 
treated in the same manner as national banks. It is 
the only direct tax upon national banks permitted 
by the Federal statutes. 

A dollar earned by one form of business is no 
greater than one earned by any other form. What- 
ever its source it measures the same ability to pay. 
Thus I am unable to discover any ground for taxing 
banks at any higher rate than that employed in the 
case of any other business corporation. If the na- 
ture of the banking business be thought such that a 
given amount of capital is more productive of gain 
in that business than in a manufacturing or mercan- 
tile business, that advantage is reflected in the 
greater net earnings and in a consequent greater tax. 
Therefore I advocate taxation of all business cor- 
porations including national banks, trust companies 
and savings banks at the same rate on their net in- 
comes, subject to certain exemptions or deductions 
required by constitutional limitations or allowed as a 
matter of policy in the case of individuals. 

In the case of banks these exemptions to which I 
have just referred become of substantial importance 
in the case of two classes of income, namely, interest 
on real estate mortgages and interest on United 
States and State bonds. In Massachusetts such 
mortgages have as a matter of policy been exempt 
from taxation to individuals for many years, both 
before and since the adoption of our State income 
tax, on the theory that the tax would be passed 
back to the mortgagor and thus result in double 
taxation. For the reasons already stated I can see 
no reason for a different rule in the case of such 
mortgages held by corporations. Calling the tax on 
net income in the latter case an excise for the privi- 
lege of doing business and not a property tax does 
not in the least change its effect, if that excise -is 
measured by net income. A shareholder indirectly 
receiving through the corporation treasury interest 
on such a mortgage should be exempt from taxation 
thereon for precisely the same reason as the individ- 
ual mortgagee. A corporation no less than an indi- 
vidual will pass back the tax to the mortgagor and 
bring about double taxation. So I contend that in 
imposing an income tax on national banks, trust 
companies and savings banks as well as on all other 
corporations, interest on real estate mortgages 
should be exempt exactly to the same extent that it 
is exempt in the case of individuals. In the case of 
savings banks and the savings departments of na- 
tional banks and trust companies, this exemption 


‘watch their steps more carefully hereafter. 
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will cover a substantial portion of the total net in- 
come. That, however, is immaterial if the principal 
upon which the exemption is based is to stand in any 
case. In Massachusetts we have granted this ex- 
emption to savings banks for many years in impos- 
ing our existing tax on their deposits. 

The necessity of deducting interest on United 
States bonds has recently been a matter of wide- 
spread discussion as a result of the decision of the 
Supreme Court in Macallen Company v. Massachu- 
setts, 279 U. S. 620. Massachusetts had formerly, in 
assessing a tax on business corporations measured 
in part by net income, allowed the deduction of such 
interest. Later, in order to be able, as it thought, 
to refuse this deduction to national banks under the 
amended form of R. S. Section 5219, it had by amend- 
ment stricken out of its business corporation tax 
statute the right to make this deduction. In hold- 
ing that this invalidated the tax upon a business 
corporation owning United States bonds the Court 
laid down no new principle. It did not overrule 
any of the earlier cases in which it had sustained 
excises imposed upon corporations for the privilege 
of carrying on business even though the measure of 
that excise had to some extent included United 
States bonds. It merely held, that, applying an- 
other equally well established line of cases, the 
Court had a right to look through the form to sub- 
stance and that when it did so, on the peculiar facts 
of this case, the tax must be regarded in effect a 
tax on Federal securities purposely levied as such 
and therefore beyond the power of the State. At 
most this decision indicates a tendency upon the 
part of the Court as now constituted to emphasize 
this second line of cases more strongly than has 
been done in the past and to scrutinize a tax more 
closely than heretofore in its effort to prevent mere 
form from obscuring the actual nature of the tax 
burden. It certainly indicates that the States must 
Possi- 
bly it means that the earlier cases, sustaining excises 
without a very careful scrutiny of their actual effect, 
will some day also be added to the list of recent 
fatalities among tax decisions and be placed upon 
what Mr. Justice Holmes, in his recent dissenting 
opinion in Baldwin v. Missouri, calls the Index Ex- 
purgatorius. 

But why raise this issue, particularly in taxing 
banks? To be sure they often hold Federal securi- 
ties to large amounts, but a group of tax payers 
with large holdings is entitled to the same treatment 
as an individual holding the same securities in lesser 
amounts. A fair distribution of tax burdens re- 
quires that shareholders in national banks and trust 
companies holding Federal securities indirectly 
through the fiction of a corporation be given the 
same treatment as other individuals holding the same 
securities in their own strong boxes. Assuming 
that by appropriate legislative procedure a State may 
succeed in avoiding the Macallen Company decision 
and obtain larger tax payments from banks and 
business corporations by reason of the fact that they 
hold United States bonds, I suggest that the at- 
tempt is not justified if we are in reality seeking 
fairly to apportion tax burdens. Incidentally the 

(Continued on Page 424.) 





Benefit Received as a Measure in 


Apportioning ‘Tax Burden 


By WILiiaAM F. CoNNELLY* 


T IS an accepted fact in our business dealings 
with one another that we shall pay for goods 
and services to the extent we purchase or use 

them; we must and are willing to pay accordingly. 
A charge is made by the private business commen- 
surate with the goods delivered or services per- 
formed. In the abstract it would seem entirely 
reasonable to suppose that our governmental units 
likewise might apportion their expenses or a por- 
tion of them to the taxpayers on the basis of 
benefits received by them; that by the application 
of modern cost accounting methods to government 
functions charges might be worked out for the 
various classes of service performed for individuals. 
Each one then would pay substantially according to 
his individual demands and the resultant benefits 
received. 

At the outset it will be well to distinguish be- 
tween value of benefits and cost of benefits. A dis- 
cussion of the measurement of value of benefits 
would lead inevitably into the impenetrable maze 
surrounding the definition of value. On the other 
hand, cost of benefit is a definite and determinable 
term, and, as a matter of fact, represents actually 
the public expenditure for which funds must be pro- 
vided. This distinction will help clarify the prob- 
lem. 

It is recognized that the bulk of public revenue in 
the United States comes from three sources. 

(1) Fees and charges. 

(2) Special assessments. 

(3) Taxes. 

From the standpoint of the individual all three 
are usually included under the heading of tax bur- 
den, although the first two are not technically taxes. 

The first group, consisting of such items as fees 
for recording documents, issuing passports, grant- 
ing of permits and licenses, special charges, etc., 
represent a payment to government for actual serv- 
ices rendered in individual cases. Since it is wise 
to regulate certain activities and. their expenses 
are, in most cases readily ascertainable, it has be- 
come established practice that all units of govern- 
ment cover such expenses through the fee system. 
Those who benefit pay for the service, those who 
do not make use of the service pay nothing. 

The second group consists of proportional pay- 
ments made by land owners where a governmental 
unit has made certain improvements which have in- 
creased the value of this property. Street and high- 
way improvements, sewers, sidewalks, and other 
projects are illustrative of this class. Here also, 
while there is a general benefit involved, certain in- 
dividuals benefit directly and the cost can be divided 
among them in a substantially equitable manner. 

Both of these above classes represent payments 
* Member of the faculty of New York University and Tax Commis- 

sioner for the City of Bridgeport, Conn. dress delivered before the 


Eighteenth Annual Conference of the New England State Tax Officials 
Association, ’ 


made primarily for individual benefits received. 
This application of the principle has never been se- 
riously criticized although the methods of appor- 
tionment have in some instances been questioned. 
Benefit costs in most of these cases can be meas- 
ured with substantial accuracy. Of course, fees and 
special assessments are only a very small part of 
the total cost of government; the third class techni- 
cally known to us as “taxes” and levied for the gen- 
eral support of government constitute the main 
portion. It is with this body of public expenditure 
that we are chiefly concerned here. Let us address 
the problem from a practical administrative view- 
point. 

General government including Federal, state and 
local is composed of a number of functions; these 
must necessarily be grouped for discussion in some 
logical manner. Various groupings have been made 
by economists but the most useful and workable 
classification from a practical standpoint is the one 
suggested by the United States Bureau of Census. 
It is classification by governmental functions. It 
has become widely used as the basis of actual budg- 
eting and accounting operation of our various gov- 
ernmental units. The following headings correspond 
closely with this division: 

General Government. © 

Protection of Persons and Property. 
Conservation of Health—Sanitation. 
Highways. 
Charities, Hospitals and Corrections. 
Education. 

Recreation. 

Economic Development. 


Under the first heading, General Government, is 
included, in addition to the expenses of the executive, 
legislative and judicial branches of government all 
other overhead charges such as expenses of minor 
administrative bureaus, officials and government 
buildings. The apportionment of individual bene- 
fits from this group of activities requires no discus- 
sion. It is comparable in general to the factory 
overhead problem in a manufacturing business; its 
distribution can only be purely arbitrary and in no 
sense according to benefit. 


The second group of expenditures is important. 
totaling on the average about 12% per cent of local 
budgets and exceeding 50 per cent of the national 
budget. The police and fire departments, army and 
navy fall under this title. Certainly the service of 
protection is enjoyed by all. The cost of the army 
and navy which insures our enjoyment of life, 
liberty and property without foreign interference 
does not lend itself to individual valuation or cost- 
ing. 

It is undoubtedly true that some demand and 
receive more service of this nature than others. 
This is usually by accident rather than design, oc- 
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casionally rather than regularly, and the governmental 
units offer the same privileges and services to all. 
Such special activities as sending a warship to a 
foreign country to protect the lives of citizens could 
undoubtedly be costed. If however the recipients 
of such extraordinary service were to be charged 
for it there is little doubt that the demands would 
be few. The economic effect of such a policy would 
be far reaching indeed. 


Again in the matter of local protection a careful 
study of cost experience might indicate an hourly 
cost for services of a policeman or fireman to be 
charged against the one benefited in the same way 
that the services of a doctor are charged. Unques- 
tionably, by detailed cost analysis cost of rendering 
many kinds of protection service could be found. 
To charge victims of robbery or murder or other 
crimes for the cost of apprehending the respective 
criminals of course would produce ridiculous indi- 


vidual results and unquestionably chaotic social 
and economic results. 


It has been urged that real estate which bears 
the largest share of all local service cost is a fair 
basis for distributing the cost of protection. It is true 
that the existence of property and property rights is 
responsible for a large portion of the cost of pro- 
tection—not real estate alone but all personal prop- 
erty tangible and intangible. The cost of protecting 
life cannot be ignored and presents great difficulty 
in making even a general separation of benefits be- 
tween life and property. Assuming however, this 
part of the problem could be solved, there remains 
that of individualizing the cost of property protec- 
tion. Even if it were possible to have accurate 
knowledge of all types of property there is no meth- 
od approaching practicability by which benefits 
could be valued for each. In the case of real estate, 
for example, vacant lots and land require little 
police and no fire protection; it costs but little more 
to protect large expensive structures than small 
buildings. We do all realize that everyone benefits 
from this function, some more than others but the 
diffusion is so great that regardless of question of 
social expediency it would be impossible to make a 
current detailed allocation of even local protection 
costs, to say nothing of the benefits of protection af- 
forded by state and national governments. Further- 
more, the difficulties in administration by reason of 
the tremendous amount of accounting and cost ac- 


tivities, etc., thus necessitated would be fearful to 
contemplate. 


Proceeding in our analysis the third general di- 
vision of activity, Health and Sanitation comprises 
diagnosis, treatment control of diseases, epidemics 
and regulation of all conditions affecting public 
health. There is perhaps no other fynction the indi- 
vidual benefits of which may be so marked and, at 
the same time, general benefits so genuine as here. 
Unquestionably some benefit individually far more 
than others; moreover there are certain phases of 
this activity which, from an accounting standpoint, 
could probably be established on a cost service ba- 
sis. Yet such a division of costs would come to 
naught for usually those who depend on the gov- 
ernment health service for individual treatment can 
not afford to pay for private service and the com- 
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munity at large desires to see no one Lestcteed 
from the humanitarian as well as the personal safe- 
ty point of view. The matter of public health is so 
important under modern conditions of living that it 
cannot be left to individual discretion and action but 
must be handled by organized government. Of 
course, some benefits of sanitation are often indi- 
vidually treated, such as for instance in the case of 
sewerage systems. It has been mentioned above 
that a part of these benefits ascertainable with ease 
and certainty are paid for by special assessments. 
Aside from this breakdown of service cost further 
individualizing of cost would seem to be futile. Our 
social fabric is so woven that individual rights and 
actions are intertwined inseparably with those of 
others. The welfare of all is paramount and individ- 
ual-action must be regulated in this light. 

With respect to highways, benefits are well dif- 
fused since they are used by individuals not only 
in the immediate locality but by travelers from all 
parts. An interesting development has occurred in 
the last decade in connection with distributing 
the burden of a large portion of this expense among 
the largest users of the highways—the owners of 
motor vehicles. It is the passage of gasoline tax 
legislation by the states. There is a gasoline tax in 
every state in the union under which each purchaser 
of gasoline pays a certain amount per gallon in ad- 
dition to the regular price at the time of the pur- 
chase. The amounts so raised are set aside for the 
development and improvement of the highways. 


It will be observed that the tax so levied and col- 
lected bears a fairly logical relationship to the use 
of the highways by each operator. The more he 
uses them the more gas he must buy and the more 
tax he will pay. Moreover, there appears to be a 
fairly consistent relation between the greater wear 
and tear on the roads caused by heavier vehicles 
and the greater amount of gas they consume. 
While there are some inaccuracies the gas tax seems 
to be borne in general proportion to highway bene- 
fits by motor vehicle owners. 


It might be observed in passing that while in the 
beginning it was understood the motor vehicle own- 
ers would bear the burden of the gas tax yet it is 
doubtful if the unusual degree to which the benefit 
theory applies was more than a happy coincidence. 
The development of gas tax legislation in the var- 
ious states would indicate such might be the case. 

Of course, others benefit from highways besides 
motorists, and large amounts are raised through 
general taxation. These latter amounts are of such 
nature that excepting certain items covered by spe- 
cial assessment, no means of distributing them on 
the basis of benefit is available. 

The function of charities, hospitals and connec- 
tions with all the individual services these contem- 
plate would seem to offer opportunity to measure 
benefit. I believe that through extensive cost an- 
alysis, unit costs could be developed for many of the 
services performed. Particularly in cases of services 
furnished regularly by institutions, per capita costs 
would be possible. But from the very nature of 
this governmental function the major portion of the 
beneficiaries are themselves unable to contribute 

(Continued on Page 423.) . 












































































































































































































































































































































414 





Enlarged Scope of Activities Planned by 
National Tax Association 


PROGRAM of expansion in activities by the 

National Tax Association is in prospect as a 
result of favorable action taken at the Twenty Third 
Annual Conference on Taxation, held at Kansas 
City, October 20-24, 1930, on recommendations made 
by Professor Fred R. Fairchild, President of the 
National Tax Association during the past year. A 
committee to be appointed was authorized to pro- 
ceed in conformity with the proposals made, which 
if carried out will require outside financial support 
to provide for a paid staff of research workers and 
other assistants. 

This year’s conference was well attended, with 
a better representation among the states than has 
been present in some other years. The papers pre- 
sented were of high grade and those who attended 
felt well rewarded. 

At the business session of the association officers 
for the ensuing year were elected as follows: 
President—Clarence Smith, Member of State Tax 
Commission of Kansas; Vice President—Professor 
Robert Murray Haig of Columbia University; 
Treasurer—Alfred E. Holcomb, New York, N. Y.; 
Secretary—Walter G. Query, Chairman, State Tax 
Commission of South Carolina. Newly elected 
members of the Executive Committee are: To fill 
vacancy expiring in 1931—R. C..Norman, State Tax 
Commissioner of Georgia; for term expiring in 1933— 
E. C. Hirst, Member of State Tax Commission of 
New Hampshire; Theodore S. Cady, Fidelity Bank 
and Trust Company, Kansas City; George Spald- 
ing, Moutain States Telephone and Telegraph Com- 
pany, Denver, Colo. 


New England State Tax Officials Association 
Holds Conference 


HE Eighteenth Annual Conference on Taxa- 

tion under the auspices of the New England 
State Tax Officials Association was held at Lake 
Morey Club, Fairlee, Vermont, on September 25 
and 26, 1930. There was a large attendance, and 
the program was one of exceptional merit. 

At the opening session Governor John E. Weeks 
of Vermont delivered the address of welcome, to 
which Erwin M. Harvey, President of the New 
England State Tax Officials Association responded. 
Recent legislation and court opinions were dis- 
cussed by Commissioner William H. Blodgett for 
Connecticut, Chairman Frank H. Sterling, Board 
of State Assessors for Maine, Commissioner Henry 
F. Long for Massachusetts, Commissioner Edgar 
C. Hirst for New Hampshire, Deputy Commis- 
sioner Seth T. Cole for New York, Commissioner 
Zenas W. Bliss for Rhode Island and Commissioner 
Erwin M. Harvey for Vermont. 

The program of addresses during the two-day 
conference follows: 

“How Public Utility Corporations should be 
Taxed,” Sheldon E. Wardwell, Boston, Counsel for 
Massachusetts Electric and Gas Association. 

“How Business Corporations should be Taxed,” 
James W. Mudge, Esq., Boston. 
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“How Banks should be Taxed,” William Harold 


Hitchcock, Boston. Formerly Assistant Attorney- 
General, Massachusetts. 

“Basic Principles which should Guide in Tax Leg- 
islation,” Prof. Charles J. Bullock, Harvard Uni- 
versity. 

“The Search for the Ideal State and Local Tax 
System,” Dr. Charles W. Gerstenberg, New York 
City. 

“Extent to which Benefit Received can be 
Scientifically Admeasured in Apportioning Tax 
Burdens,” William F. Connelly, Tax Commissioner, 
Bridgeport, Connecticut. 

“How Existing Methods of Inheritance Taxation 
may be Improved,” Farwell Knapp, Assistant Com- 
missioner, Connecticut. 

“How Existing Methods of Personal Income Tax- 
ation may be Improved,” Irving L. Shaw, Income 
Tax Director, Massachusetts. 

“How Existing Methods of Taxation of Tangible 
Personal Property may be Improved,” William H. 
Blodgett, Tax Commissioner, Connecticut. 

“How Subsidiary Corporations should be Taxed,” 
Leland Powers, Boston. 

“To What Extent should Educational Institutions 
be made Exempt from Taxation,” Zenas W. Bliss, 
Chairman, Tax Commission, Rhode Island. 

“How can the Property Tax Payer be Relieved 
in Non-Industrial States,” Edgar C. Hirst, Tax 
Commissioner, New Hampshire. 

Officers elected for the coming year are: Presi- 
dent—Frank H. Sterling of Augusta, Maine; Vice- 
President—Frank F. Davis of Providence, Rhode 
Island; Secretary and Treasurer—Harold D. Lyon 
of Boston, Mass. The executive committee con- 
sists of the foregoing officers and Farwell Knapp, 
Hartford, Conn.; Edgar C. Hirst, Concord, New 
Hampshire; Erwin M. Harvey, Montpelier, Ver- 
mont. Honorary member—Mark Graves, Tax Com- 
missioner, Albany, N. Y. 


Court Decisions 


Bad Debts.—Bad debt deduction for a note given in 1921 
by an officer of the taxpayer in payment of certain bonds 
of the corporation which he had misappropriated prior to 
1915 is allowed for 1922 when the officer was adjudicated 
a bankrupt and the note was charged off. United States 
Circuit Court of Appeals, Ninth Circuit, in Douglas County 
Light and Water Company, a Corporation, v. Commissioner of 
Internal Revenue. No. 5863. Decision of Board of Tax Ap- 
peals, 14 BTA 1052, reversed. 

Deductions for bad debts were allowable in 1921 and 1922 
with respect to advances made by the taxpayer to a pool 
to be used for taking from a bank in which he was director 
certain questionable notes collection of which was to be 
attempted by the trustee of the pool. Developments as to 
the makers of the notes during 1921 and 1922 established 
the worthlessness of their notes during those years, and 
the consequent mental charge-off by the taxpayer who 
kept no books is held sufficient as to that feature —United 
States Circuit Court of Appeals, Eighth Circuit, in E. B. 
Stephenson v. Commissioner of Internal Revenue. No. 8661. 

Deductions for bad debts were allowable in 1921 and 1922 
with respect to advances made by the taxpayer to a pool 
to be used for taking from a bank in which he was director 
certain questionable notes collection of which was to be at- 
tempted by the trustee of the pool. Developments as to 
the makers of the notes during 1921 and 1922 established 
the worthlessness of their notes during those years, and 
the consequent mental charge-off by the taxpayer who 


(Continued on Page 419.) 
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OHIO TAX SYSTEM 


This is the first of a series of charts of State tax systems which will be published in The Tax Magazine. 
The charts have been prepared under the direction of the New York State Tax Commission, and the work of 
the collaborating professors is copyrighted in their behalf by their tax research foundation. 
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A RECENT court decision of special interest, relating 
‘1 to special assessment under the Federal income tax 
laws, was rendered by the Circuit Court of Appeals for 
the Seventh Circuit on October 24, in Ryan Car Co. v. 
Commissioner, in which it was held that an appellate court 
has jurisdiction to review a decision of the Board of Tax 
Appeals sustaining the Commissioner’s denial of special 
assessment for 1920. 

Contrary to the decision in Cramer and King v. Com- 
missioner, decided by the Circuit Court of Appeals for the 
Third Circuit on April 2, 1930 and that in Standard Rice 
Co., Inc. v. Commissioner, decided by the Circuit Court 
of Appeals for the Fifth Circuit on June 16, 1930, the 
Court held that such jurisdiction was not denied either 
by Williamsport Wire Rope Co. v. U. S., 277 U. S. 551, or by 
Blair v. Oesterlein Machine Co., 275 U. S. 220. . 

Following consideration of the significance of the W1l- 
liamsport and Oesterlein cases, the opinion (Judge Page) 
points out that the action in the Williamsport case was 
brought fourteen months before the passage of the Rev- 
enue Act of February 26, 1926, “which was the first Act 
giving Circuit Courts of Appeals jurisdiction to review 
decisions of the Board.” “That section,” the opinion says, 
“was in no way considered in either of the cases cited.” 
The opinion further declares that broader language than 
that in Section 1003 of the Act of 1926 (Section 1226, 
Title 26, of U. S. C. A.) could not have been used to 
vest in the Courts of Appeals jurisdiction to review de- 
cisions of the Board. Section 1003 of the Act of 1926, 
according to the interpretation of the Circuit Court of 
Appeals for the Seventh Circuit, does not except from 
review by appellate courts anything reviewable by the 
Board. However, the Commissioner’s denial of special 
assessment in the case under consideration was sustained. 


Aes has been made that the Bureau of 
Internal Revenue will substitute the name of David 
Burnet, the new Commissioner, for that of Robert H. 
Lucas in all cases filed in the courts before the resigna- 
tion of Mr. Lucas. This action is being taken in all such 
cases whether or not the Commissioner is named in the 
caption of the case. No action by taxpayers involved 
is necessary inasmuch as the Attorney General will make 
the motion whether the Commissioner is party plaintiff or 
party defendant. 


T=. Supreme Court has held a series of sessions in 
which arguments in community property cases on ap- 
peal have been heard. Interpretation of the laws of eight 
so-called community property states as they affect income 
tax liability of husband and wife is involved. 

In the first of these cases, Poe v. Seaborn, No. 15, Solic- 
itor General Thomas D. Thacher, for the Government ar- 
gued that the contention that the person who has formal 
title to a fund or to income therefrom must pay the tax 
when the power of disposition is vested in another, finds 
no support in the language of the statute. 

The Supreme Court, the Solicitor General said, has pre- 
viously held in the Robbins case, 269 U. S. 315, that the 
principle of taxing income to the “owner” of the income 
is to be discarded, but that ownership in the statutory 
sense must be tested, in the case of community owner- 
ship, by the enjoyment of practical rights of ownership 
and not by words describing the interests of husband or 
wife as “vested,” “expectant,” “legal” or “equitable.” That 
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principle, it was argued, is recognized in various provi- 
sions of the revenue acts. 

“This test,” he said, “rests solidly upon the controlling 
purpose of the law to create a national system for the 
taxation of incomes without discrimination between tax- 
payers of the several states. The imposition of the tax 
‘upon the net income of every individual’ implies uni- 
formity and equality in administration. But there can 
be neither unless the law looks through formalities of 
title to the rights and powers of individuals in controlling 
and disposing of income received.” 


Therefore, he said, it is necessary to examine the laws 
and judicial decisions of the various states to determine 
what substantial rights of ownership the husband and wife 
may exercise. 


The joint and supplemental brief for the taxpayers on 
questions common to Poe v. Seaborn, No. 15; Hopkins v. 
Bacon, No. 86; Bender v. Pfaff, No. 106; and Goodell v. Koch 
contains an outline of points in argument covered as fol- 
lows: 

I. “The language and terms of the Revenue Act of 
1926, and previous acts clearly authorize the filing of sep- 
arate returns of community income by husband and wife 
and cannot, as a matter of independent statutory con- 
struction, be interpreted as taxing the husband in com- 
munity property states on the half of the community 
income which admittedly belongs to and is owned by the 
wife.” 

II. “The uniform and long continued executive con- 
struction recognizing the right of husband and wife in 
all community property states, except California, to re- 
port separately the share of community income owned by 
each, together with the repeated refusal of Congress to 
amend the law so as to avoid such construction and the 
re-enactment by Congress, without change, of the provi- 
sions of the Revenue Act, which had received such a long 
continued and uniform executive construction, constitute a 
departmental and legislative history conclusively demon- 
strating that there was no intention in the Revenue Act 
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of 1926 to tax husbands on the half of the community 
partnership income belonging to their wives.” 

III. “The decision of the United States Supreme Court 
in the case of United States v. Robbins, involving the law 
of California, is not applicable to the laws of other com- 
munity property states and does not support the Govern- 
ment’s contention that Congress intended to tax all 
community income in other states to the spouse having 
control of the receipt and administration and disposition 
thereof.” 

IV. “The decisions in Corliss v. Bowers and Lucas v. 
Earl, cited in the Government’s brief, are not applicable 
to the issues involved in these cases.” 

V. “The contention of appellant that the revenue acts 
impose income tax upon one individual as an incident to 
his control of the income vested in another individual un- 
der the applicable laws of the states must be rejected 
because such construction would under the statute be un- 
constitutional.” 


Wat continuation of the 1 per cent tax reduction that 
was applicable for the calendar year 1929 is still held 
out as a hope, no definite assurances in the matter can 
yet be made. Prudent fiscal policy would seem to stand 
in the way of a reduction this year, in consequence of 
the sharp decline in both customs and internal revenue 
receipts and the prospect of further declines at least in 
the fore part of next year, but possibly Congress will 
consider it expedient, regardless of the state of the Treas- 
ury, to continue the reduced tax rate in the hope that it 
will help to restore business confidence and thus con- 
tribute to economic recovery. A concession of the kind 
to the best financially fortified elements of the nation is 
likely to be accompanied by insistent demand for at least 
compensating relief to the millions of unemployed. 


S was to be expected, a severe slump in income tax 
“\ payments by individuals for the calendar year 1929 
occurred. Total income tax collections for the first nine 
months of 1930, acording to a recent Treasury statement, 
amounting to $1,779,382,127, were $148,286,721 smaller than in 
the corresponding period of 1929. Reduced individual in- 
come tax liability accounted for $132,972,403 of the de- 
crease, which probably reflects to a considerable degree 
the effects of stock market losses. 

Although earnings of corporations for the year 1929 
were in many instances considerably higher than in 1928, 
total income tax collections from corporations for the 
first nine months of this year were $15,314,418 less than 
in the like period of 1929. 

Collections from the tax on earnings of corporations 
in New Jersey thus far this year are larger than last year, 
although receipts from the income tax on individuals are 
lower. The same was true in Arizona, California, Colo- 
rado, Connecticut, Delaware, Illinois, Kansas, Mississippi, 
Nevada, Ohio, Oklahoma, Pennsylvania, Texas and Vir- 
ginia. Income tax collections from individuals were larger 
than last year in only four states—Connecticut, Delaware, 
South Dakota and Washington. Alaska was also in this 
category. 

Out of seventy-two collection districts of the nation, 
only twelve showed an increase in total tax collected, 
sixty showing decreases. Sixty-seven of the districts ré- 
flected the result of decreased income of individuals, while 
in forty-six of the districts, taxes paid by corporations 
were smaller than in the corresponding period of 1929. 

Income tax collections during September, 1930, were 
$497,288,740, as compared with $542,065,853: in the corres- 
ponding month of 1929. Smaller payments by individuals 
accounted for $34,200,734 of the aggregate decrease of 
$44,777,113. 


Wise. tax-exempt securities outstanding in the 
country are estimated by the Treasury Department 
to have declined $59,000,000 during September. Bonds is- 
sued by states and their political subdivisions increased 
$6,000,000, and Federal farm loan bonds rose $3,000,000, 
but the volume of other federal issues declined by 
$68,000,000. Tax-exempt securities outstanding on Sep- 
tember 30 totaled $19,814,000,000. 
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nese applications for abatement of taxes under the 
Massachusetts income tax law are being filed as a 
result of the decision of the Supreme Judicial Court of the 
State of Massachusetts on September 20, 1930 in Alice 
R. Allen et al., Trustees, v. Commissioner of Corporations 
and Taxation. 

Suit was brought for abatement of income tax for the 
year 1928, on grounds that the method of assessment of 
the tax on income received from the sale of rights to 
subscribe for new stock in a New York corporation was 
in error. The complainants contended that the basis for 
computation of the tax should be the difference between 
the market value of the rights when received and the 
price for which they were sold, whereas the Commissioner 
of Corporations and Taxation has followed the method of 
taking as the basis the price for which the rights were 
sold without any deduction. 

The pertinent section of the state law (Sec. 7, as 
amended) provides: “In determining gains or losses real- 
ized from sale of capital assets, the basis of determination, 
in the case of property owned on January 1, 1916, shall be 
the value on that date, and in case of property acquired 
by purchase thereafter the cost thereof. If the property 
other than stock dividends in new stock of the company 
issuing the same was acquired otherwise than by purchase, 
the basis of determination of the gain or loss shall be the 
value on the date when it was so acquired.” 

The Court held that the word “value” in the last sentence 
above, as construed in Parker v. Commissioner of Corpora- 
tions & Taxation, 258 Mass. 379, means market value and 
not acquisition value, and, accordingly, the intent of the 
Legislature was adjudged to have been to tax gains from 
the sale of such rights, not on the basis that the amount 
for which they are sold is a gain, all of which may be 
subject to the income tax, but only on the basis that the 
gain subject to the tax is measured by the difference 
between the market value of such rights when received 
by the taxpayer and the value for which they are sold. 
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NE of the thirteen constitutional amendments sub- 
mitted to the voters of the State of Georgia for 
approval or rejection on November 4, relates to the income 
tax, the reduction of ad valorem taxes, and the granting 
of such exemptions as shall be deemed proper by the 
General Assembly. The text of the amendment follows: 

“The General Assembly shall also have authority to levy 
taxes upon incomes for State purposes only, which tax 
may be graduated, the rate in no case to exceed 5 per cent, 
and to provide further for such exemptions as may appear 
to the General Assembly to be reasonable. 

“The ad valorem tax for State purposes on all classes 
of property shall not exceed 4 mills for the first year an 
income tax is collected, and shall not exceed 3 mills for 
the second year an income tax is collected, and shall not 
exceed 2 mills for any subsequent year thereafter that 
an income tax is collected; except that the State’s right 
to levy ad valorem tax for the purpose of paying the 
interest and principal of the present outstanding, recog- 
nized, valid and legal bonded indebtedness of the State 
shall not be hereby abridged. 

“The State’s right to tax persons and subjects of tax- 
ation in case of war, invasion, insurrection, and to defend 
the State in time of war, shall remain unlimited.” 

If the amendment is ratified such taxes as provided for 
therein cannot be levied without a special enactment by 
the legislature fixing the rate and designating the exemp- 
tions. The next regular session of the Georgia legislature 
is scheduled to begin June 24, 1931. In case a new income 
tax law is approved it will replace the statute in effect 
since October 1, 1929, which levies an income tax of one- 
third of that provided for by the Federal income tax law. 


Ts on gasoline sales levied by the various states 
have increased so much in the last few years that the 
total revenue from this source in 1930 is expected by the 
American Petroleum Institute to reach about $550,000,000. 
Although taxes range from 2 cents to 6 cents a gallon, the 
tendency is to increase rates. Some opposition, however, 
is developing to further increasing the tax. The voters 
of North Dakota refused recently to approve a proposal 
to increase the rate from 3 to 4 cents a gallon. 

With the possible exception of cigarettes, on which a 
rather high tax is levied by the Federal Government, it 
is believed that gasoline today is subjected to the largest 
sales tax of any commodity. The average is estimated at 
from 20 to 25 per cent of the cost to the consumer of the 
gasoline, less the tax. The trend toward higher taxes on 
gasoline has been persistent since the practice started 
about eleven years ago and every state in the Union now 
levies a tax on motor fuel. 

Although the revenue from taxes on gasoline was orig- 
inally used for building highways, there has been a move- 
ment recently in some states to use the gasoline tax for 
other state purposes. In a few states there appears a 
growing tendency among legislators to regard this income 
as a part of the general fund and available for any use, it 
is said. Several states already use gasoline tax money 
for schools and state projects quite unrelated to highway 
construction, according to reports. 


A campaign is under way in several states to increase 


tax rates on gasoline. Among these states are Louisiana, 
West Virginia, Maine, Minnesota, Wisconsin, Washington, 
Nebraska and Colorado. While these states are seeking 
higher tax rates, their incomes from gasoline taxes are 
increasing because of the yearly gain of automobiles in 
operation and the growing number of tourists using auto- 
mobiles. 

The administration of the gasoline tax fund is attract- 
ing increasing attention, it is found. In many states a 
share of the money is apportioned to the counties on a 
basis of highway mileage, population, taxes paid and simi- 
lar items. There is a disposition in some states, and a 
legal provision in many, to share this income with the 
cities. In view of the different ways that it is being admin- 
istered, it is stated that in some states where the entire 
fund is supposed to go for the construction of highways 
it is expended or diverted into other channels. 

It is estimated by the Ohio State University that the 
average motorist drives his automobile about 11,000 miles 
a year at an average cost of 6.43 cents a mile. 
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A NUMBER of personnel changes in the Treasury De- 
partment and Bureau of Internal Revenue are neces- 
sary as a result of resignations during the past month. 

E. C. Alvord, one of two special assistants to Secre- 
tary Mellon has resigned, effective November 1 to enter 
law practice in Washing- 
ton and New York. He 
will enter the law firm of 
Donovan & Boyd, com- 
posed of Colonel William 
Donovan, former assistant 
to the Attorney General, 
and H. H. Boyd, former 
Assistant Secretary of the 
Treasury. 

Mr. Alvord has held his 
post in the Treasury De- 
partment since July, 1926, 
and has been recognized 
as one of the most im- 
portant subordinate ofh- 
cials of the department. 
He has won an enviable 
reputation for successful 
execution of multiple du- 
ties, including considera- 
tion of technical matters 
—- to ere 
and administration of the 
revenue laws, drafting of E. C. Alvord 
proposed legislation and service in an advisory capacity 
when new legislation was under consideration. 


Mr. Alvord’s resignation followed that of Albert_ G. 
Redpath, special assistant to Ogden L. Mills, Under Sec- 
retary of the Treasury, whose resignation is also effec- 
tive November 1. Mr. Redpath will enter the securities 
business in partnership with Hugh D. Auchinloss and 
Chauncey D. Parker. 


Secretary Mellon has announced the appointment of 
Mr. B. H. Bartholow as Special Assistant to the Secretary 
of the Treasury in matters of legislation to fill the va- 
cancy occasioned by the resignation of Mr. Alvord. Prior 
to his appointment, Mr. Bartholow was General Assist- 
ant to the General Counsel of the Bureau of Internal 
Revenue, having been on the legal staff of the Bureau for 
over seven years. 





Announcement has been made of the resignation, ef- 
fective October 15, of Sewall Key from the position of 
Special Assistant to the 
Attorney General. He left 
the government service to 
become associated in the 
practice of law (specializ- 
ing in tax cases) with 
Mabel Walker Wiille- 
brandt, at Washington, 
_ +. 

After graduation from 
the Law School of George- 
town University, Mr. Key 
was engaged in private 
practice for two years at 
Frederick, Maryland. He 
entered the Department of 
Justice about fifteen years 
ago, rising through vari- 
ous positions to chief of 
the Tax Section in 1924. 
As special assistant to the 
Attorney General he had 
supervision of the work 
of some eighteen attorneys 

Sewall Key engaged in preparing briefs 
for the Supreme Court, and in briefing and arguing cases 
appealed from the Board of Tax Appeals to the various 
Circuit Courts of Appeals, and, among other duties, argued 
many of the important cases; made recommendations to 
the Solicitor General as to the question of appeal or 
certiorari in tax cases lost by the Government; had charge 
of prosecutions in all tax fraud cases and of all compro- 
mises in tax cases where suit had been brought. 
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Red Cross Serves Homes Through 
Health Aids 


No organization can have a stronger claim to popular 
support than that it serves the homes of the country. 

Our civilization and national welfare depend upon the 
increased health, and security of every home; they de- 
pend particularly on the health of the individuals in that 
home. Without health they can’t work, and if they don’t 
work, income is impaired, and other dire results follow. 

The cumulative result of individual sickness is seldom 
realized. Only when such an institution as the Metropoli- 
tan Life Insurance Company points out that illness causes 
a figurative loss of 250,000,000 working days per year 
among wage earners, and 170,000,000 school days among 
children, does one begin to visualize the cost. 

The American Red Cross takes cognizance of this 
menace to national welfare. It employs public health 
nurses who are active throughout the year, and especially 
it sends these nurses into rural territory. The Red Cross 
is the largest employer of rural public health nurses, of 
any in the country. 

It teaches individual care of the health through its Home 
Hygiene and Care of the Sick courses; it teaches safety 
through its First Aid and Life Saving courses; it teaches 
food selection for health through Nutrition instructors. 
In short, the Red Cross sponsors services which go direct 
to the homes of the country in their beneficial effects. 

A city, rural community, a state, a nation, are good 
places to live in proportion to the sturdiness of their home 
life. When one joins the Red Cross, his individual mem- 
bership assists in developing this wholesome condition. 


The enrollment dates this year are from November 11 
to 27. 


Bank Collections in New York State 
Higher than a Year Ago 


ECEIPTS from the New York State tax on 
banks for the first nine months of this year 
were $10,975,980, as compared with $8,334,407 for 
the like period of 1929, according to an announce- 
ment by Thomas M. Lynch, Commissioner of Tax- 
ation and Finance. With reference to the operation 
of the tax and distribution of the proceeds, the an- 
nouncement says: 


This bank tax is collected by the State under Article 9B 
and 9C of the Tax Laws. That money taken in under 
Article 9B is in the form of a franchise tax on State banks, 
trust companies and financial corporations, and is at the 
rate of 4%4%, with a minimum tax of $10, but not less than 
one mill on the dollar. It is imposed on domestic corpora- 
tions for the privilege of exercising their franchises in“a 
corporate or organized capacity and on foreign corpora- 
tions for the privilege of doing business in New York 
State. The measure of the tax is the apportioned entire 
net income for the preceding calendar year or a minimum 
on the apportioned issued capital stock. The total collected 
under this article to date this year from 404 such institu- 
tions is $7,554,850 as compared with $5,522,108 in 1929. 


The money gathered by the State under Article 9C of 
the Tax Law is in the form of an income tax on National 
banks in the State and is based and measured on the net 
income of the preceding calendar year at the rate of 44%. 
This year the 512 National banks have paid the State 
$3,421,129 as against $2,812,299 a year ago. 

The bank tax is one of the few levied by the State which 
will show an increase for the year according to officials of 
the department. They ascribe this to the fact that the rate 
for call money last year was so high during the major 
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portion of the year that banks showed a greater margin 
of profit than was anticipated, and thus more tax was paid 
on the net income of all banks. 

The State and localities in which the banks are located 
will benefit from this increase in the amount collected. The 
State retains all the money collected from foreign banks 
and financial institutions under Article 9B, while the locali- 
ties get all that money taken in from the domestic institu- 
tions and also all the tax collected from the National 
banks under Article 9C. 

In the collection of the tax New York City and Buffalo 
are treated as separate units and not as part of the coun- 
ties in which they are located. Money received from the 
banks in these two large cities, according to the law, is paid 
back to the city treasurers. The revenues received from 
the financial institutions in the counties, exclusive of the 
five counties making up Greater New York and that sec- 
tion of Erie County in which Buffalo is located, are paid 
to the various county treasurers where the banks are located 
and are then disbursed to the various tax districts in each 
county in the proportion which the aggregate assessed 
valuations of each tax district bears to the aggregate as- 
sessed valuation of all the districts in the county. 


Court Decisions 
(Continued from Page 414.) 


kept no books is held sufficient as to that feature—United 
States Circuit Court of Appeals, Eighth Circuit, in W. M. 
Leonard v. Commissioner of Internal Revenue. No. 8663. De- 
cision of Board of Tax Appeals, 13 BTA 311, reversed. 


Bankrupts, Tax Claims Against.—Tax liability under a 
revenue act asserted against a bankrupt by a Collector be- 
fore a referee in bankruptcy does not require proof as a 
claim within the meaning of the Bankruptcy Act.—District 
Court of the United States, District of Idaho, Eastern Di- 
vision, In the Matter of Xavier Servel, Bankrupt. No. 3517. 


Bond for Collection of Tax.—Liability upon a bond given 
prior to the expiration of the statutory period for collection 
involves a contractual obligation, so that any payment of 
the obligation created by the bond is not an overpayment 
of tax within the meaning of Section 607 of the 1928 Act. 

Collateral attack on the correctness of a tax assessment 
may not be had in an action on a bond to pay any part of 
an income tax found by the Commissioner to be due. 

Waiving by the Commissioner of proceedings for the im- 
mediate collection of tax is sufficient consideration for a 
bond given by the taxpayer. The law of suretyship does 
not require notice and demand upon the principal, where 
his obligation is absolute and unconditional—District Court 
of the United States, Eastern District of Pennsylvania, in 
Blakely D. McCaughn, as Collector of Internal Revenue of the 
United States for the First Collection District of Pennsylvania 
v. Philadelphia Barge Company, a corporation, and the Na- 


tional Surety Company, a corporation. June term, 1926. No. 
13456, at law. 


Community Property.—Question certified to Supreme 
Court as to whether husband and wife domiciled in Cali- 
fornia may divide community property income between 
them, each reporting one-half thereof on a separate return. 
—United States Circuit Court of Appeals, Ninth Circuit, in 
United States v. Robert K. Malcolm. 


Date of Dividend Distribution—Withdrawal of Commis- 
sioner’s Acquiescence in Board Decisions.—The date of 
distribution of a dividend, pursuant to a resolution adopted 
January 27, 1917, “to be paid to the stockholders when and 
as directed by the officers and directors,” and paid to the 
taxpayer later in 1917 and in 1918 and 1919 is to be deemed 
the dates of payment and not the date the resolution was 
adopted. 

Acquiescence by the Commissioner in a decision by the 
Board of Tax Appeals may be withdrawn at any time with- 
in one year after the final decision by the Board, under 
Section 274 (b) of the 1924 Act, and proceedings for col- 
lection may be begun within the one-year period.—District 
Court of the United States, Western District of Wisconsin, 
in The United States of America v. A. H. Stange. 


Deductions from Gross Income.—Where a lessee paid 


the lessor certain amounts in the fiscal year 1919 to cover 
the estimated cost at the end of its lease of restoring walls 
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removed from a store building to enable different parts to 
be operated as a unit, such payments were deductible in 
the taxable year and did not constitute “rent” to be pro- 
rated over the term of the lease. 


Bonus paid for early completion of a building for busi- 
ness use is deductible as depreciation in the year of pay- 
ment, following Atwater Kent Mfg. Co. v. Commissioner, 
decided August 13, 1930.—United States Circuit Court of 
Appeals, Third Circuit, in Frank & Seder Company v. Com- 
missioner of Internal Revenue. Nos. 4199 and 4200. October 
term, 1929. Decision of Board of Tax Appeals, 13 BTA 1, 
reversed. 


Depletion of Oil and Gas Properties.—Depletion de- 
ductions as to oil and gas properties under Section 204 
(c) (2) of the 1926 Act, providing for a deduction of 27% 
per cent of the gross income from the property during 
the taxable year, may not be based on the amount re- 
ceived from the sale of the properties themselves.—Dis- 
trict Court of the United States, Western District of Okla- 
homa, in Darby-Lynde Company, a corporation v. Acel C. 
Alexander, Collector of Internal Revenue for the District of 
Oklahoma. 


Depreciation Allowances.—Where for the year 1919, the 
Commissioner correctly included in invested capital patents 
acquired before March 1, 1913, at their cost, less deprecia- 
tion based upon such cost from 1913 to 1918, the taxpayer 
never having deducted depreciation from income, under 
Section 284 (c) of the 1926 Act, refund is due the tax- 
payer of overpayments for the years 1913 to 1918, based 
upon depreciation on the March 1, 1913, value of these pat- 
ents, which value exceeds the cost thereof. The Commis- 
sioner was in error in adjusting the income for 1913 to 
1918 by allowing as deductions from the income as reported 
only the depreciation on cost of the patents.—United States 
District Court, Eastern District of New York, in A. Schra- 
der’s Son, Inc. v. United States of America. 


Excess Profits Tax—Statute of Limitations—Consoli- 
dated Returns—Invested Capital.—(1) Assessment and col- 
lection waivers as to 1917 taxes having been executed after 
the enactment of the 1921 Act, but prior to the limitation 
period under that Act were valid, the three-year limitation 
period in the 1917 Act not applying. 


(2) The validity of Regulations 41 in requiring, for ex- 
cess profits tax, consolidated returns of corporations affili- 
ated under the 1917 Act, and the constitutionality of Section 
1331 of the 1921 Act expressly providing that such returns 
are required under the 1917 Act are upheld. Where there 
is nothing in the finding to invalidate the Commissioner’s 
finding that the corporations were affiliated for a part of 
the year 1917, his finding is prima facie correct. 


(3) In the case of corporations affiliated under the 1917 
Act only one exemption of $3,000 is allowable for war ex- 
cess profits credit purposes. 


(4) From the facts it is disclosed that a double deduction 
from invested capital was made by the Commissioner for 
appreciation in value of assets over their paid-in value. 
The amount of $1,019,342.24 disallowed by the Board for 
lack of evidence, should be restored to invested capital.— 
United States Circuit Court of Appeals, Fourth Circuit, in 
Trustees for Ohio and Big Sandy Coal Company v. Commis- 
sioner of Internal Revenue. No. 2992. Decision of Board 
of Tax Appeals, 15 BTA 273, affirmed as to items (2) and 
(3) and reversed as to item (4). 


Federal Estate Tax.—A resident of Canada was not “en- 
gaged in business in the United States at the time of his 
death,” within the meaning of Section 403 (b) (3) of the 
1921 Act by reason of (a) ownership of investment prop- 
erty here; (b) being a director, vice president, and member 
of the directors’ executive committee of a Vermont maple 
sugar company; or (c) occasionally attending meetings of 
stockholders and directors of the latter company, for 
which he received an annual salary of $500. Therefore his 
deposit in a domestic bank was not subject to estate tax.— 
United States District Court, District of Vermont, in J. H. 
Turner, Executor, v. R. W. McCuen, Collector. 


Property in a trust created in 1908 should be excluded 
from the settlor’s gross estate under the 1926 Act, where 
the trust was to continue beyond the lives of the settlor’s 
children, the settlor reserving the right to amend the trust 
provisions as to the disposition of the income or principal 
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after her death, conditioned upon the assent of the trustee. 
The trustee was an “adverse interest,” the case therefore 
coming under the rule laid down in Reinecke v. Northern 
Trust Co., 278 U. S. 339.—District Court of the United States, 
District of Massachusetts, in Linwood M. Erskine et al. v. 
Thomas W. White, Collector. Law No. 4272. 


Amount of a residuary bequest to the trustees of the 
Buhl Club for the “beneficial usage of the citizens of 
Sharon and vicinity” in a manner to be determined by the 
trustees is held deductible from testator’s gross estate as 
a bequest made exclusively for charitable purposes.— 
United States District Court, Western District of Pennsyl- 
vania, in Fred W. Koehler and Julia F. Buhl, Executors, v. 
C. Gregg Lewellyn. No. 3017. In Law. 


Under the 1918 Act the proceeds (in excess of $40,000) 
of life insurance policies taken out on the decedent’s life 
receivable by a beneficiary should be included in his gross 
estate, even though the policies antedated the taxing act, 
where the insured reserved the right to change the bene- 
ficiary, so that the transfer did not take place until his 
death. Dissenting opinion cites Lewellyn v. Frick, 268 U. S. 
238, as authority “in the absence of any statement by the 
Supreme Court itself that its holding in the Frick case is no 
longer law.”’—United States Circuit Court of Appeals, Third 
Circuit, in D. B. Heiner, Collector of U. S. Internal Revenue 
for the Twenty-third District of the State of Pennsylvania, v. 
Elliot C. Grandin, Administrator D. B. N., C. T. A. of the 
Last Will of Wiliam James Grandin, Deceased. No. 5563. 


Gross estate should include property in a trust created 
by the decedent in 1918, over five years prior to her death 
in 1923, the transfer being held to have been executed with 
the intention that it take effect in possession or enjoyment 
at or after her death, where (1) the conveyance was revo- 
cable by the settlor with the consent of one of the three 
beneficiaries, (2) the property was to revert to the settlor 
in case she survived the three beneficiaries, (3) the settlor 
retained the life use of the property transferred, and (4) 
the settlor reserved the power of approving any proposed 
change in the property conveyed to the trust and of nam- 
ing the proxies who should vote the shares of stock con- 
veyed to the trust. May v. Heiner, 50 Sup. Ct. 286, and Tyler 
v. Com., 50 Sup. Ct. 356, distinguished.—United States Circuit 
Court of Appeals, Seventh Circuit, in Commissioner of In- 
ternal Revenue v. Cyrus H. McCormick et al., Executors of 
Estate of Nettie Fowler McCormick, deceased. No. 4211. Oc- 
tober term, 1929, April session, 1930. Decision of Board of 
Tax Appeals, 13 BTA 423, reversed. 


Federal Estate Tax.—(1) The estate of a decedent who 
died on January 2, 1921, while the 1918 Act was in effect, is 
liable for federal estate taxes under that Act, the liability 
therefor having accrued at the time of death, and not 
one year after death as contended by the estate. 


(2) The presumption that a transfer made within 
two years prior to death was made in contemplation 
of death is overcome by evidence of the transferor’s good 
health and business activities. 


(3) The irrevocable character of a trust agreement is 
not impeached by the reservation of the income for the 
donor during his lifetime and a provision giving the trus- 
tee “absolute discretion without limitation,” the benefi- 
ciaries having no vested right in either the trust estate 
or the income therefrom until the termination of the trust 
at the time specified in the agreement. In accordance 
with May v. Heiner, the trust property is not part of de- 
cedent’s gross estate.—United States Circuit Court of Ap- 
peals, Seventh Circuit, in William L. Hodgkins and Mrs. 
J. L. Hodgkins, Executors of the Estate of Jefferson Hodg- 
kins v. Commissioner of Internal Revenue. No. 4178. Oc- 
tober term, 1930. Decision of Board of Tax Appeals, 12 
BTA 375, reversed. 


Income, Taxable.—Individual employed under contract 
as a special tax investigator under the State tax commis- 
sioner and as an investigating agent of any county of the 
State to collect delinquent taxes, receiving a percentage 
of the taxes collected, was an independent contractor and 
not a State officer or employee whose compensation was 
exempt.—United States Circuit Court of Appeals, Fifth 
Circuit, in J. F. Roberts v. Commissioner of Internal Rev- 
enue. -No. 5597. In affect affirming Board of Tax Appeals 
decision 13 BTA 438. 
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Invested Capital—Board’s approval of the Commission- 
er’s determination that leaseholds acquired upon incorpo- 
ration had no invested capital value or value for depletion 
purposes was warranted, where the only evidence in sup- 
port of the petitioner’s claims consisted of opinion evi- 
dence not founded upon disclosed or admitted facts and at 
variance with facts disclosed—United States Circuit Court 
of Appeals, Third Circuit, in Saxman Coal & Coke Company 
v. Commissioner of Internal Revenue. No. 4295. March term, 
1930. Y sermteats of Board of Tax Appeals, 2 BTA 175, af- 
firmed. 

Judgment for Tax Service Over Period of Years—When 
Taxable.—Judgment obtained in 1915 for separate legal 
services from 1909 to 1915, paid in 1920, is taxable on the 
cash basis in the year paid to the extent paid for services 
after March 1, 1913.—United States Circuit Court of Ap- 
peals, Third Circuit, in William J. Kyle v. Commissioner of 
Internal Revenue. Nos. 4355 and 4356. March term, 1930. 
Decision of Board of Tax Appeals, 15 BTA 1247, affirmed. 


Losses, Deductible—Amount paid to a highway com- 
mission, equal to the additional cost of running a public 
highway around instead of through the taxpayer’s orchard, 
to prevent a lasting injury to such property, is deductible 
as a loss notwithstanding the fact that the petitioners, 
when before the Board of Tax Appeals, sought to deduct 
such payment as a business expense.—United States Cir- 
cuit Court of Appeals, Ninth Circuit, in Seufert Brothers 
Company, a Corporation v. Robert H. Lucas. No. 5862. 
Board of Tax Appeals decision, 14 BTA 1023, reversed. 


Nontaxable Income.—Bonds received by an attorney as 
part commission for a realty sale are held to have had no 
market value when received and therefore not to have con- 
stituted income. The Commissioner’s* prima facie correct 
determination to the contrary having been overcome be- 
fore the Board by three qualified witnesses whose evidence 
was not offset by any evidence in rebuttal, his determina- 
tion can not stand.—United States Circuit Court of Ap- 
peals, Third Circuit, in A. M. Nichols v. Commissioner. No. 
4313. March term, 1930. Decision of Board of Tax Ap- 
peals, 15 BTA 1155, reversed. 


Profit on Stock Received in Liquidation of a Corporation. 
—The profit of a stockholder on the liquidation of a cor- 
poration is determined by basing the March 1, 1913, value 
of the stock on the value of the corporate assets including 
good will and trade marks, which intangibles are found to 
have had a value of $50,000 on March 1, 1913, to be appor- 
tioned to the total number of shares issued.—Southern 
Division of the District Court of the United States for the 
Northern District of California, Second Division, in Ma- 
por hh chafer, Executrix, v. United States of America. No. 

Recovery of Taxes by Suit—Statute of Limitations.— 
Where the Government withheld an overpayment of taxes 
and applied it against a claimed penalty due for 1922, for 
which a claim for refund was promptly filed by the tax- 
payer and rejected by the Commissioner, Section 3226 R. S. 
is applicable; and suit for recovery is barred unless begun 
within five years from the date of payment of the tax or 
within two years after the disallowance of the claim. The 
crediting of the overpayment was equivalent to payment 
of the penalty.—District Court of the United States, No. 
Dist. of Ohio, Eastern Div., in The Jenkins Steamship Com- 
pany v. Carl F. Routzahn, Collector. No. 15818. 


Recovery of Overassessments.—Commissioner’s deter- 
mination of March 1, 1913, value of standing timber for 
depletion deductions in 1918 and 1919 returns may be 
considered except for fraud, misrepresentation, or “gross 
error,’ none of which was shown in the instant case. A 
comparatively slight difference between the estimated stand 
of timber as shown on the returns and the actual stand 
as disclosed after the timber had been cut is not a “gross 
error.” Woodworth v. Kales, 26 Fed. (2d) 178, followed.— 
District Court of the United States, Western District of 
Michigan, in Boyne City Lumber Company, a Michigan cor- 
boration v. Mildred Doyle and Frances Dunn, Administratrixes 
of the Estate of Emanuel J. Doyle, deceased, late United 
States Collector of Internal Revenue of the Fourth Collec- 
tton District of Michigan. 


Refunds—Defenses in Action for Recovery—Statute of 
Limitations.—(1) Allegation that a claim for refund was 
defective is no defense in an action for tax recovery, where 
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the Commissioner issued a certificate of overassessment as 
to part of the amount covered by the claim, and where the 
action is based on the implied promise to pay in the cer- 
tificate of overassessment. 

(2) Refund of 1918 tax is barred by Section 611 of the 
1928 Act, where the tax was assessed within the limitation 
period and claim in abatement was filed, thereby “staying” 
collection until after the statutory period, Section 611 being 
equivalent to a reimposition of the barred tax. Moreover, 
the effect of Sections 607 to 611 of the 1928 Act is such 
that a credit of the 1918 tax against a barred 1917 tax is 
not void under the circumstances mentioned. 

(3) The fact that a taxpayer has brought an action in 
the Court of Claims for tax recovery is not a defense to a 
similar action brought in a district court, although only one 
action may be pushed to a conclusion on the merits.— 
United States District Court, Southern District of New 
York, in United Motors Corporation v. United States of Amer- 
ica. L-45-345. 

Refund of 1917 tax is held barred by section 611 of the 
1928- Act, where the tax was assessed within the statutory 
period of limitation, claim in abatement was filed, and collec- 
tion was suspended until after the statutory period therefor, 
the fact that the abatement claim was rejected some five 
months prior to the expiration of the limitation period 
not being material inasmuch as collection was in fact sus- 
pended for some three years by reason of the abatement 
claim.—United States District Court, So. Dist. of New York, 


in The Wolf Safety Lamp Company of America v. United 
States. 


Statute of Limitations.—The statute of limitations can 
not be pleaded in a suit for the recovery of 1918 taxes 
which the plaintiff contends were barred when collection 
was made, where the claim for refund was based on two 
entirely different grounds and failed to put the Commis- 
sioner on notice that collection had been made after the 
statutory period.—District Court of the United States, 
Northern District of Texas, Dallas Division, in W.-E. Con- 
nell, Executor, v. George C. Hopkins, Collector. No. 4160. 
At Law. 

A plea of the statute of limitations on collection should 
have been considered by the Board, even though raised 
for the first time in a hearing on April 28, 1927, on alterna- 
tive notices of settlement, where the Board permitted an 
oral plea of the statute without objection and heard the 
evidence by consent of both parties. There was no pro- 
vision in Rule 50 of the Board at that time precluding 
such consideration.—United States Circuit Court of Ap- 
peals, Seventh Circuit, in Excelsior Motor Manufacturing 
and Supply Company and Arnold Schwinn & Company v. 
Commissioner of Internal Revenue No. 4048. October term, 
1930. Decision of Board of Tax Appeals, 5 BTA 582, re- 
versed. 


Taxable Income.—(1) The residuary devisee in Pennsyl- 
vania of a life interest in her husband’s estate, “with the 
privilege of using as much of the principal as she chooses 
from time to time,” had the power to convey the estate 
and give good title to it. Having made a verbal convey- 
ance of a part of the property to her children, which con- 
veyance was valid under Pennsylvania law, she was not 
thereafter taxable on the income. 

(2) Depreciation on buildings in which the taxpayer had 
only a life estate is not deductible under the 1918 and 1921 
Acts, nor on buildings as to which no March 1, 1913, value 
was established.—United States Circuit Court of Appeals, 
Third Circuit, in Karl J. Kaufmann, Adm., v. Commissioner of 
Internal Revenue. No. 4323. March term, 1930. Decision 
of Board of Tax Appeals, 15 BTA 141, reversed as to issue 
(1) and affirmed as to issue (2). 


Significant Decisions of the Board 
of Tax Appeals 





Bad Debts.—In 1925 the petitioner determined a cer- 
tain debt to be worthless, charged it off his books and 
claimed a deduction therefor. All the facts and circum- 
stances upon which the determination of worthlessness 
could be based had existed without change since the 
latter part of 1921, and were fully known to the petitioner 
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during all that time. Held, the petitioner is not entitled to 
the deduction claimed in 1925.—Ralph H. Cross v. Commis- 
stoner. Dec. 6346 [C. C. H.4, Docket No. 33767. 


Compensation to Employees in Company Stock, Deduc- 
tions for.—Pursuant to a plan adopted by the petitioner 
in 1911, and amended in February, 1918, the petitioner en- 
tered into contracts with certain of its employees to sell 
to them shares of its capital stock at $100 per share, pur- 
chase price to be paid by credits of dividends payable on 
shares. Interest upon deferred payments was to be at 
the rate of 5 per centum per annum. Credits to the stock- 
holders in respect of their purchases fully equalled the 
purchase price plus interest within 5 years from January 
1, 1917. The shares of stock fully paid up were turned 
over to the employees in 1921 and in its income-tax re- 
turn for that year petitioner deducted from gross income 
as ordinary and necessary expenses of operation the mar- 
ket value of the shares of stock issued. Petitioner kept 
its books of account and made its returns upon the ac- 
crual basis. Held, that the petitioner is not entitled to 
deduct from its gross income of 1921 as additional com- 
pensation to employees the fair market value of the shares 
of stock surrendered to its employees in 1921 or any part 
thereof.—The Alger-Sullivan Lumber Company v. Commis- 
stoner. Dec. 6381 [C. C. H.], Docket No. 34137. 


Depletion of Discovery Value of a Mine.—1. A gravel 
pit or deposit is not a “mine” within the meaning of that 
word as used in Section 204 (c) (1) of the Revenue Act 
of 1926, and may not be the subject-matter of a deduc- 
tion for depletion based on discovery value.—Parker Gravel 
Company, Inc. v. Commissioner. Dec. 6413 [C. C. H.], Docket 
No. 38348. 


Federal Estate Tax.—A husband and wife, by deed of 
gift, acquired real estate as tenants by the entirety; on the 
death of the husband one-half of the value of that real 
estate was included in his gross estate. The wife having 
died within five years after the death of the husband, and 
the whole value of that real estate being included in her 
gross estate, there should be allowed, as a deduction un- 
der Section 303 (a) (2) of the Revenue Act of 1924, one- 
half of that value.—Fletcher Savings & Trust Company, 
Executor, v. Commissioner. Dec. 6374 [C. C. H.], Docket 
No. 37099. 


Foreign Corporations—Deductions.—Under the Revenue 
Act of 1921, expenditures made by a foreign corporation 
in conducting its business are deductible in computing its 
taxable income from sources within the United States 
only when allocable to the production of income from 
sources within the United States or where a ratable part 
of general expenditures is apportioned to income from 
sources within the United States. Where the Commis- 
sioner has not allowed the deduction of such expenditures, 
the burden is on the petitioner to establish that they are 
deductible in computing income from sources within the 
United States, and is not met by showing merely that 
such expenditures were made.—The Fajardo Sugar Com- 
pany of Porto Rico v. Commissioner. Dec. 6360 [C. C. H.], 
Docket No. 16544. 


Gross Income, Deductions from.—Legal expenses in- 
curred in connection with a suit to break a will held not 
to be allowable deductions under Section 214 (a) (1) or 
Section 214 (a) (5) of the Revenue Act of 1926.—Helen 
A. P. Merriman v. Commissioner. Dec. 6417 [C. C. H.], 
Docket No. 40300. 


Income from States—Tax Liability.—During the taxable 
years ended February 29, 1924, and February 28, 1925, the 
petitioner rendered architectural and engineering services 
to the State of North Carolina under contracts by which 
he was to receive and did receive a percentage upon the 
appropriation made for each institution erecting a build- 
ing during those years; under his contracts he devoted 
his entire time and attention to the work to be performed 
for the state and rendered the services subject to the con- 
trol and direction of the “Joint Building Commission”; 
he employed his own draftsmen and office force and paid 
them out of the commissions received. Held, that he was 
not an employee of the State of North Carolina and that 
his commissions are not exempt from income tax.—H. 
A. Underwood v. Commissioner. Dec. 6383 [C. C. H.], 
Docket No. 25761. 
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Salary of a professor in Law School of the University 
of Maryland is not exempt from tax.—Mary W. Niles, 
Executrix, v. Commissioner. Dec. 6350 [C. C. H.], Docket 
No. 33415. Miss Matthews dissented from this opinion. 

An attorney appointed by the Attorney General of IlIli- 
nois to assist in the investigation of certain municipal 
affairs of the City of Chicago and to aid in the prosecution 
of certain criminal cases in connection with charges of 
misconduct against certain members of the Chicago Board 
of Education and other city officials, is not an officer or 
employee of the State of Illinois or of Cook County and 
the compensation paid to him for suck services froin 
funds duly appropriated by the County Board of Cook 
County, Illinois, is not exempt from income tax.—Edwin 
J. Raber v. Commissioner. Dec. 6356 [C. C. H.], Docket 
No. 29930. 


Joint Petition.—The rules of the Board do not provide 
for the filing of a joint petition. Where one is filed prop- 
erly verified, it will not be dismissed, but each petitioner 
will be required to file separate petitions and will be 
granted time in which that may be done.—Jacob Held, 
Jr., Louis Held, Paul Held, Edward Held, Anna Shurr, Rein- 
hold B. Held, Mrs. Eugenia Dasenbrock, v. Commissioner. 
Dec. 6322 [C. C. H.], Docket No. 48157. 


Life Beneficiaries—Depreciation of Trust Assets.—A life 
beneficiary of trust income can not reduce gross income 
because of the depreciation of trust assets, even though 
under the laws of the state the depreciation deduction is 
distributable amoung those entitled to receive the trust 
income.—Catherine A. Codman v. Commissioner. Dec. 6332 


{[C. C. H.], Docket Nos. 25024 and 27052. 


Net Loss—The petitioner, a man of large resources and 
actively interested ini many businesses operated in his city, 
devoted the usual business hours of each day to his affairs, 
maintaining an office and employees. It was his practice 
to operate each business venture through a corporation 
and not as a personal venture. Through the failure of one 
of such corporations he sustained a loss. Held that such 
loss resulted from the business of petitioner and may be 
considered in computing the amount of a net loss under 
Section 204 of the Revenue Act of 1921. Glenn M. Averill 
v. Commissioner, Dec. 6388 [C. C. H.] Docket Nos. 20337, 
25030. Murdock dissented from this decision. 

The provisions of Section 280 of the Revenue Act of 
1926 are applicable as well to transferees who acquired 
assets of a taxpayer prior to the enactment of the statute 
as to those thereafter acquiring such assets. 

Agreements extending the time within which taxes might 
be assessed, executed by the taxpayer, dissolved West 
Virginia corporations, before the statutory period of limi- 
tation expired, held valid and effective to extend the run- 
ning of the statute. 

Agreements purporting to extend the time within which 
taxes might be assessed, executed by an officer of a dis- 
solved West Virginia corporation after the dissolution of 
such corporation and after the statutory period of limi- 
tations on assessment had expired, held invalid and inef- 
fective to waive a defense of the statute as a bar to the 
assessment and collection of such taxes.—South Penn Oil 
Company v. Commissioner. Dec. 639, [C. C. H.], Docket 
No. 20785. Henry Cappellini et al., 14 BTA 1269, followed. 


Partnership Income.—The decedent, until his death on 
December 30, 1926, was a member of a partnership which 
provided in its articles of agreement that in case of the 
death of a partner during the year the partnership business 
should be continued until the end of the year. The part- 
nership was on the accrual basis and both the partnership 
and the decedent filed their returns on the calendar year 
basis. Held, that the income of the partnership allocable 
to the decedent to the date of his death should be in- 
cluded in the income tax return filed on his behalf for 
1926.—Clarence B. Davison, Surviving Executor of the Last 
Will and Testament of Levis W. Minford, and American 
Exchange Irving Trust Company, Administrator with Will 
annexed by the Estate of Levis W. Minford, v. Commissioner. 
Dec. 6324 [C. C. H.], Docket No. 38445. 

Property Sales——As relating to real property situated 
in California, deposit of deeds in escrow in March, 1921, 
in accordance with an agreement to sell real property, 
delivery of the deeds to await a final payment on the 
purchase price to be made in 1924, did not constitute “a 
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sale consummated” prior to December 31, 1921. Petitioner 
is entitled to have his tax liability by reason of a profit 
resulting from the transaction computed under Section 
208 (a) (1) of the Revenue Act of 1924 relating to “capi- 
tal gains.”"—Theodore J. Swift v. Commissioner. Dec. 6378 
[C. C. H.], Docket No. 31471. 


Transferees, Taxation of —Where in a proceeding brought 
by it and in its own name a transferor corporation has 
its tax liability determined by this Board held that such 
determination is conclusive upon a transferee stockholder 
of such corporation in a proceeding brought by such stock- 
holder to have its liability as a transferee determined 
under Section 280 of the Revenue Act of 1926.—Jahncke 


Service, Inc. v. Commissioner. Dec. 6327 [C. C. H.], Docket 
No. 41685. 


How Existing Methods of Income Taxation 
May Be Improved 


(Continued from Page 409.) 


sit in unbiased judgment between the interest of a 
particular taxpayer on the one hand and that of all 
the taxpayers on the other, under the guide of the 
tax law as expressed in the frequently imperfect lan- 
guage of the legislators, which it is his duty to inter- 
pret with justice to all and with special favoritism to 
none. 


Benefit Received as a Measure In 
Apportioning Tax Burden 


(Continued from Page 413.) 


anything to the support of government. Yet it is 
a well established principle of civilization that so- 
ciety should care for its unfortunates and the only 
possible way is through organized government. 
This social precept can never be reconciled with the 
benefit theory. 


Again, there is the education function of govern- 
ment, representing in expenditures close to one-third 
of the total budget of most communities. There is 
little doubt that reliable figures on the cost of serv- 
ices rendered could be prepared. The question here 
is not one of ability to measure the benefits but the 
more fundamental one of whether it is sound to ap- 
ply the benefit principle. The answer is partly 
economic and partly social. 


It is hardly necessary to develop an elaborate ar- 
gument, for it is clear that from an economic stand- 
point a large number could not in any way afford 
to obtain such benefits and if they did not, forces 
would be set in motion that in time would under- 
mine our entire social structure. ss 

With respect to the last two headings, Recreation, 
and Economic Development, there appears to be no ba- 
sis for measuring benefit received by individuals. 
No one would deny that there are great general 
benefits accruing to us all from the development of 
parks, childrens’ playgrounds or other recreational 
activities. Inventions and discoveries in agricul- 
tural, manufacturing and mining activities, crop re- 
ports, trade statistics, etc., are of great individual 
benefit, but there are also important general benefits. 
Of course such activities as irrigation reclamation 
projects and the like have special benefits. The 
special assessment principle can be and usually is 
applied here. 
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By way of summary it might be said that: 


(1) Benefits can be apportioned with practical 
equity in the sphere of special assessments 
on land and minor special services of the fee 
type, and in other cases of services not essen- 
tially governmental in character in which the 
use or non-use of the service does not concern 
the community as a whole. 


(2) In the operation of the functions of general 
governmental units, benefits as a rule are too 
widely diffused to permit of scientific meas- 
urement for tax apportionment. 


(3) Even if the division of governmental costs by 
benefit were possible, the physical task of ad- 
ministration, the accounting, costing, billing, 
collecting, etc., would tremendously compli- 
cate the business of government and such a 
system would fall of its own weight. 


(4) Where by the nature of certain activities it 
would be possible to measure a large por- 
tion of the benefits it would be utterly use- 
less to do so since those benefited could not 
pay. 

(5) Our present social development is such that in- 
dividual life and action must be regulated by 
the community since the rights and welfare 
of all are involved. 


While benefit received presents seemingly unsur- 
mountable difficulties as a basis for tax distribution, 
yet even our brief analysis indicates that benefits 
received are many, valuable and widespread. It is 
only reasonable to expect that everyone should be 
willing to recognize this fact. And while in general 
benefits can not be used as a practical tax basis, yet 
it would appear that it might well serve as justifica- 
tion for broadening the tax base in this country. 


Rulings of the Bureau of Internal Revenue 


Credit for Taxes.—The chiffre d’affaires taxes of France 
imposed upon bankers, or on individuals or corporations 
selling goods which they have manufactured or purchased, 
are not income taxes within the meaning of Sections 
222(a) and 238(a) of the Revenue Act of 1926 and, there- 
fore, do not constitute an allowable credit against Fed- 


eral income tax under those sections—G. C. M. 8478: 
IX-41-4795. 


Deductions Allowed Corporations.—The taxpayer ac- 
quired certain contracts for the purchase of natural or 
wet gas from producers for the purpose of extracting 
therefrom casing-head gasoline. 

Held, that the ownership of the contracts to purchase 
natural or wet gas after its p.:oduction from the oil or 
gas well does not entitle the taxpayer to an allowance for 
depletion under the Revenue Acts of 1921, 1924, and 1926. 
—G. C. M. 8253: IX-41-4796. 


Exemptions from Tax on Corporations.—The M Asso- 
ciation, which was organized to assist in enforcing fish 
and game laws, to introduce new species and varieties of 
game, and to disseminate information relative thereto, and 
which is supported entirely by membership dues and do- 
nations, is entitled to exemption under section 103(6) of 
the Revenue Act of 1928 and the corresponding sections 
of prior Revenue Acts.—I. T. 2546: IX-42-4805. 


Information at the Source.—Article 818 of Regulations 
74 has n@ application to cases where the actual owners 
of dividends on corporate stock are not known, and it 
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is impossible for a broker, who is the record owner of 
the stock, to disclose the name of the actual owners. Such 
dividends (prior to the running of the State statute of 
limitations in favor of the broker) are not properly tax- 
able as income to the broker. 

The broker having actual possession of the dividends 
should make a full disclosure to the Government of the 
names of the actual owners thereof, if and when the iden- 
tity of the actual owners is discovered, or in the next 
information return made after the discovery of such 
identity. 

Prior to the discovery of the identity of the actual owners 
in such cases, the broker should execute Form 1087, set- 
ting out therein the fact that it holds such dividends for 
parties whose identity is unknown and can not be estab- 
lished as a result of reasonable search and inquiry. The 
reason for the inability to establish such identity, as well 
as the efforts made in respect thereto, should also be stated. 
—I. T. 2545: IX-39-4785. ; 

Period in Which Items of Gross Income Included.— 
Payment of compensation was made by transfer of shares 
of stock to a taxpayer’s account on December 29, 1928. 
Notice of the transaction was contained in a letter of the 
same date, with which was inclosed a check for a balance 
due. The letter was not received until January 2, 1929. 

Held, the payments by stock and check constituted in- 
come constructively received by the taxpayer in 1928.— 
G. C. M. 8364: IX-42-4804. 

Premiums on Business Insurance—Deductions for.—The 
deductibility of life insurance premiums paid by a cor- 
poration on policies taken out by or on behalf of its 
officers and covering their lives depends primarily upon 
whether they constitute reasonable compensation for per- 
sonal services actually rendered, and secondarily upon 
whether the corporation will neither directly nor indi- 
rectly benefit under the policies. I. T. 2279 (C. B. V-1, 
67) explained.—G. C. M. 8432: IX-39-4784. 

Taxes—Deductions from Gross Income.—Under the 
Massachusetts corporation excise tax law as amended April 
15, 1927, effective January 1, 1928, in the case of a cor- 
poration which filed a return for the calendar year 1928 
and kept its books of account on the accrual basis, there 
may be deducted in computing net income for that year 
the amount of excise taxes which accrued as of January 
1, 1928, as well as those which accrued as of December 
31, 1928.—G. C. M. 8553: IX-40-4789. 


How Should Banks Be Taxed? 
(Continued from Page 411.) 


risk of such an attempt is very great. Of course, 
on the same reasoning, income from State bonds 
exempt from taxation when held by individuals 
should be also exempt in taxing these banks. As in 
the case of mortgage interest, Massachusetts has 
for many years deducted holdings in these tax ex- 
empt bonds in imposing its tax upon the deposits of 
savings banks. It is submitted that it should con- 
tinue to do so in imposing an income tax upon them 
and should for precisely the same reason grant the 
same exemptions to all other classes of banks. 


It will be suggested that the granting of these 
deductions will substantially reduce the taxes here- 
tofore paid by or in behalf of bank shareholders. Is 
this of any importance if the practice of fair distri- 
bution of tax burden require it? Does it not merely 
mean that heretofore too great a share of that tax 
burden has been imposed on this class of citizens 
and that it should now be redistributed to other 
classes who have hitherto escaped a portion of that 
burden? 


I have said little about the present form of U. S. 
R. S. Sec. 5219 except to indicate that it plainly 
permits in the case of national banks the form of tax 
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which I am advocating. For many years those banks 
were beyond the reach of direct State taxation, only 
their shareholders being taxable. Modern develop- 
ments made it a practical impossibility to impose a 
tax upon their shares which would withstand vigor- 
ous and intelligent attack upon its validity. After 
much discussion an amendment was obtained per- 
mitting a non-discriminatory income tax on these 
banks either alone or in combination with a dividend 
tax upon shareholders. That amendment seems to 
permit a fair distribution of tax burdens to national 
banks and thus to all other banks. Why, then, at- 
tempt the most difficult task of seeking to obtain 
from Congress more extensive rights against na- 
tional banks which it will be most reluctant to grant. 
At best the result would be either more complications 
or another piece of patch work tax legislation. 
Either is dangerous. In taxing business corpora- 
tions, States often provide against too great a re- 
duction in tax receipts from the income tax in times 
of business depression by establishing some form of 
a minimum tax. In case of national banks this is 
probably not now permissible. Perhaps an effort 
should be made to amend R. S. Sec. 5219 so as to 
permit some form of a minimum tax in the case of 
national banks. Beyond this I suggest that it is 
not wise to go. Rather take full advantage of exist- 
ing tax powers and avoid more patch work legisla- 
tion with the many opportunities for leaks, and the 
other difficulties which are likely to result from it. 


Changing the Cost Basis Through Partner- 
ship Reorganization 


(Continued from Page 405.) 


required to use the cost basis of another. But, as 
previously pointed out, in our assumed situation if 
a tax be imposed on the $100,000, it is paid by those 
who have not individually realized a gain of $100,000 
and to whom no part of it is available as income 
from the partnership. Such an inequitable result 
would seem to make it needful to use as the cost basis 
the value of the property at the time it was appro- 
priated to the partnership business. 


The Closed Transaction 


This brings us to the inquiry: Is not the sale 
of specific partnership property a closed transaction 
requiring the recognition of gain or loss? 

The answer is that it is a closed transaction so far 
as the partnership is concerned, from which gain or 
loss may result, the amount thereof depending upon 
its proper cost to the partnership (or, cost or March 
1, 1913 value, whichever is greater, if acquired prior 
to that date). 

It is not a closed transaction from the standpoint 
of the investing partner, because that property, the 
proceeds of it to the extent of its value at the time 
he invested it, and all substitutions for that value 
are inseparably bound up with his interest in the part- 
nership. His interest in the partnership will not be 
a closed transaction until it is disposed of or liqui- 
dated. In either of those events, he may realize a 
gain or sustain a loss; measured by the difference 
between the amount he receives for his interest and 
the amount that it cost him (Reg. 74, Art. 604). For 
this purpose it would seem proper to take as the cost 
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of the specific property invested by him its actual 
cost to him rather that its value at the time it was 
invested in the partnership business. 

By way of summary, therefore, the following con- 
clusions seem warranted: 


1. The Revenue Act of 1928 does not specifically 
provide a cost basis for property— 

(a) Originally invested in a partnership; or 

(b) Constituting the capital of a reorganized part- 
nership. 

2. Inherent in the Revenue Act of 1928 is the 
recognition by Congress of the existence of a part- 
nership entity for the purpose of computing its in- 
come as a business enterprise. 

3. The investment of property in a partnership 
upon its creation constitutes an appropriation of the 
property to such a different use as to require a new 
cost basis for that specific property. 

4. Where a partnership is reorganized by the in- 
troduction of one or more new partners and new 
capital contributions, a new partnership is created 
which is entitled to compute its income without 
reference to the cost basis of the prior partnership. 

If those conclusions are sound, it inevitably fol- 
lows that for the partnership of A and B in our 
assumed situation the basis for determining gain 
or loss on the securities appropriated to the partner- 
ship by B is the value at which they were taken into 
the partnership, namely, $250,000. 


Assessment of Income Taxes Against 
Transferees 
(Continued from Page 400.) 
sioner, 42 F. (2d) 177; U. S. v. Crook et al., 18 F. (2d) 
449, certiorari denied 275 U. S. 532.) 

To illustrate, in the Spencer case, supra, the tax- 
payer filed a return for 1917 on March 29, 1918. 
The Commissioner made a jeopardy assessment in 
the sum of $280,449.82 on February 26, 1923, within 
the statutory period of five years from the time the 
return was filed. The taxpayer filed a claim in abate- 
ment on March 8, 1923, and died on March 17, 1923. 
A deficiency letter was mailed to the transferee on 
November 8, 1926 proposing an assessment of 
$215,034.45 against him. The five year period for 
collection provided for in Section 250 (d) of the 
Revenue Act of 1921 expired with respect to the col- 
lection of the deficiency in tax for the year 1917 on 
March 29, 1923. 

In Conclusion 

In conclusion, it may be said that the Board by its 
repeated decisions has firmly established the rule 
that if an assessment against the original taxpayer 
or the collection of the tax from him was barred on 
February 26, 1926, the assessment of the tax against 
the transferee is also barred. 

If any transferee paid a tax after the period for 
assessment or collection had expired, it is refund- 
able, provided that a claim for refund is not barred. 

The statute of limitations as applied to the assess- 
ment and collection of Federal income taxes has 
grown to be a very complex subject in view of the 
many changes introduced by the several revenue 
acts with retroactive features, and the solution of 
each case rests on its own peculiar facts. 


‘ 
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